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PREFACE 


The present study is an attempt at a survey and solution 


of the main problems of industrial finance in India. The 


principal agencies for the supply of industrial finance in the 
country have been analysed and the part played by each of these 
factors in the provision of industrial finance has been carefully 
examined. Among these factors managing agents have played 
so important a part and have aroused so much public interest 
that it has been necessary to examine in some detail the various 
forms in which they have rendered this financial assistance to 
industry. With the passage of the State-Aid to Industries 
Acts in the various provinces of India, the State is taking an 
increasing interest in the financing of Indian industries. 
The extent and form of the financial assistance furnished by 
the State to industry have been investigated and in this 
connection an analysis of the working of the State-Aid to 
Industries Acts has been attempted. A review of the recent 
activities of the State elsewhere with regard to industrial 
financing has also been made, as forming a useful and interesting 
background for our Indian study. 


The question of the relationship of banks to industry has 
occupied the centre of the stage in recent discussions of the 
problem of industrial financing here as well as abroad; and it 
has, therefore, been worthwhile to consider in some detail the 
question of banking policy with regard to industrial financing 
in some representative countries. The question of establishing 
apecial institutions for solving the problem of long-term 
industrial finance which has been receiving considerable attention 
in recent years has been carefully investigated. A review of 
the structure, organisation and activities of these specialist 
institutions in various countries has been attempted. Finally, 
the lines on which a suitable machinery for solving the problem 
of long-term industrial finance in India may be evolved have 
been suggested. 





~~ 
CENTRAL UBRAAY 





xvi PREEACE 


The background of the study bas been gleaned entirely 
from original and authoritative sources. Published material on 
most of the subjects dealt with is limited, fragmentary and even 
non-existent. Personal investigations have always been made 
and materials bave been collected from various countries of 
the world. The writer has depended upon State documents 
and official reports, personal letters, questionnaires and inter- 
views for most of the information prsented here. He is 
indebted to Governments, Chambers of Commerce, banking 
institutions, industrial companies and businessmen in many 
countries for furnishing him with most valuable materials, 
replying to questionnaires and otherwise assisting him in his 
research enquiries. 


The entire information regarding the Industrial Bank 
of Japan and the Industrial Mortgage Banks of Europe has 
been obtained from the respective countries in which the 
Institutions function. The writer's grateful thanks are due to 
Mr. Gustav Fogelholm, Managing Director of the Industrial 
Mortgage Bank of Finland, for furnishing him with its Articles 
of Association, Business Reports and Balance Sheets, as well 
as for replying to two detailed questionnaires. He is under 
obligation to the Royal Hungarian Consul in India and the 
authorities of the National Hungarian Industrial Mortgage 
Institute; to Mr. E. Banasinki, Consul for Poland; and the 
authorities of the National Economic Bank of Poland; to the 
Consul for Germany in India and the authorities of the 
Provincial Martgage Bank of Saxony; to His Britannic 
Majesty's Consul in Tokyo, Mr. Hara, Consul for Japan in 
India, and the authorities of the Industrial Bank of Japan for 
furnishing him with all the official documents, Articles of 
Association, Business Reports, Statutes, etc., of the respective 
Institutions. The materials are not available in India and have 
been obtained directly from the different countries in which the 
Banks operate. In some cases the literature was not available 
in the English language and translations bad to be made. 
The writer is very grateful to Dr. Benoy Kumar Sarkar of the 
Calcutta University for assisting him in translating all the 
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documents relating to the Saxon Mortgage Bank from 
original German into English and to Mr. Hara for translating 
some documents relating to the Japanese Industrial Bank from 
original Japanese into English. 

As regards State-aid to industry abroad, the author wishes 
to acknowledge his obligation tothe Hon. Minister of Industries 
and Finance and the Deputy Minister of Industries, Province of 
British Columbia ; the Hon. Minister of Agriculture and his 
Secretary, State of South Australia ; and the Hon. Minister of 
Agriculture and the Director of Agriculture, State of Victoria, 
for their kind favour of furnishing him with various State 
documents, copies of Acts providing for State-aid to industry, 
Annual Reports of the Departments of Industry and Agriculture, 
etc., as well as for replying to his various queries. He is also 
grateful in this connection to the Secretary, Financial Section 
and Economic Intelligence Service, League of Nations, the 
Consul for Spain in India, and His Britannic Majesty's Consul 
in Barcelona for some helpful suggestions. His thanks are 
further due to the High Commissioner for India for requesting 
the Agent-General for British Columbia and the Agent-General 
for Victoria in London to furnish the writer with the necessary 
information relating to State-aid to industry in their respective 
countries. 


For information relating to the working of the Managing 
Agency System in India the author is particularly indebted to 
the Hon. Mr. Nalini Ranjan Sarker, Minister of Finance, 
Government of Bengal; the Hon. Mr. S. D. Gladstone, 
President of the Bengal Chamber of Commerce; and Mr. A, C. 
Daniel, Secretary of the Bengal Chamber of Commerce. The 
Hon. Mr. N. R. Sarker’s assistance has been really invaluable. 
It would never have been possible for the writer to approach 
the Bengal Chamber of Commerce and the European firms of 
Managing Agents affiliated to it without his help. It is at his 
special request that Mr. A. C. Daniel, Secretary of the Chamber, 
very kindly introduced the writer to the Heads of a number of 
European Managing Agency firms, requesting them to assist 


him s has research enquiries by furnishing bim with infor- 
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mation and documents regarding the origin, working and 
organisation of the Managing Agency System in Calcutta. 
Messrs. Gillanders Arbuthnot and Co., Messrs. Mcleod and Co., 
Messrs. Turner Morrison and Co., among other European 
firms, should be particularly mentioned for their kind and 
courteous assistance. Thanks are also due to Mr. Manu Subedar, 
author of the Minority Report of the Indian Central Banking 
Enquiry Committee, Mr. K. C. Mahindra of Messrs. Martin 
and Co., Mr. J. J. Kapadia, Secretary of the Bombay Share- 
bolders’ Association and Mr. J. B. Bartlett Richards, American 
Trade Commissioner in India, for valuable information and 
helpful suggestions. Thanks are also due to the Government 
of Bengal for their favour of special permission granted to the 
writer to study the Articles of Association, Managing Agency 
Agreements, Balance Sheets, Summaries of Capital and Lists of 
Shareholders of various industrial companies at the office of the 
Registrar, Joint-Stock Companies, Bengal. 


Thanks should also be expressed to Sir Charles Bruce 
Gardner, a Director of the Bankers’ Industrial Development 
Co., as well as of the Securities Management Trust (England), 
to the Managing Director of the Imperial Bank of India and to 
Messrs. Place, Siddons and Gough (Calcutta) for their kind 
courtesy in replying to the author's queries. 


Finally, the writer wishes to acknowledge his grateful 
obligation to Dr. P. N. Banerjea, M.A., D.Sc. (Lond.), Prof. 
J. P. Niyogi, M.A., Ph.D. (Lond.), Minto Professor of 
Economics, University of Calcutta, Prof. H. DL. Dey, M.A., 
D.Sc. (Lond.), Professor of Economics, University of Dacca, 
and Prof. J. C. Sinha, M.A., Ph.D., Senior Professor of 
Economics, Presidency College, Calcutta, for their kind 
encouragement and many helpful suggestions. 


The present work is based upon a thesis approved for 
the Ph.D, Degree (Econ.), of the University of Calcutta in 
January, 1937. The Board of Examiners consisted of Sir Cecil 
Kisch, C.B.. Prof. T. E. Gregory and Mr. P. B. Whale. In 
preparing it, the necessary materials had to be obtained from 
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Europe, Australia, Canada and Japan. For various reasons its 
publication has been unavoidably delayed. It has been revised 


and brought uptodate as far as possible under the present 
international situation. 


Department of Economies, 
Calcutta University : 


S. K. Basu 
November, 1939. 
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The present edition of the book has been thoroughly 
revised and a considerable amount of new material has been 
incorporated, especially in Part II of the book. The book 
has now been divided into two parts, Part II being related 
to institutional developments in industrial finance in the 
years after World War II. In this connection a detailed 
analysis as well as a comparative study of the working of the 
Industrial Finance Corporation of India and the Industrial 
Credit and Investment Corporation of India has been made. 
While the book was in the press, a very important and far- 
reaching amendment of the Industrial Finance Corporation 
Act, for which the author had been pleading for the last twelve 
years, was made. The amendment relates to Section 23 of 
the original Act under which the Corporation has now been 
empowered to subscribe directly to the equity capital of 
industrial companies and also to exercise at its option the 
right to convert its loans and advances to, and subscription 
of debentures of, an industrial concern into stock or sbares 
of that concern. As I had argued in my books, articles, 
lectures and memoranda to the Finance Minister and the Board 
of Directors of the Industrial Finance Corporation, the probibi- 
tion of equity investments by the Corporation under the 
original Act was a serious lacuna in the structure of the 
Corporation. It had prevented the Corporation from tailoring 
its methods of financing to the needs of its customers. It 
was also illogical because the Corporation had been authorised 
to underwrite the equity capital of industrial companies at 
the same time. Most of the development banks operating in 
various underdeveloped countries as well as the two British 
special institutions, the FCI and ICFC, on the lines of 
which the Indian Corporation has been patterned are authorised 
to provide not only loan capital but also risk capital in the 
form of equity investments. The present amendment will 
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bring the Indian institution in line with most of the development 
banks functioning elsewhere. The exercise of conversion 
rights would enable the Corporation to share in the prosperity 
of its industrial customer who has been placed on a sounder 
basis with the Corporation’s assistance—a kind of reward for 
the risk the Corporation took in financing the concern. It 
is particularly gratifying to the present author who finds that 


the Government has at last implemented bis recommendations 
through these amendments. 


S. K. Basu 
Department of Economics, 
Calcutta Unlversity : 
February, 1961. 
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INDUSTRIAL FINANCE IN INDIA 


CHAPTER I 


4 


INTRODUCTORY 


= A great deal of interest has been focussed on the question of 


industrial finance in recent years. The problem came to receive 
earnest attention for the first time immediately after the cessation 
of hostilities in 1918. The four years of the Great War, the 
most exhausting that history had hitherto known, shattered the 
economic order of Europe as no war had done before. An enor- 
mous economic wreckage had piled up during the War ; factories, 
plant and equipment, whole industries, that had taken years and 
years of effort to build up, had most wantonly been destroyed. 
Factories had to be rebuilt, plant and machinery had to be re- 
placed, old industries had to be rehabilitated and new ones had to 
be started. While a considerable amount of finance was required 
for this enormous task of reconstruction, most countries were 
faced with a shortage of industrial capital. The problem of 
providing adequate financial facilities for their industries assumed 
‘an importance it had done never before. 

_ Besides industrial reconstruction, the question of increased 
post-war competition in the markets of the world was a further 
factor to be considered. It was apparent that immediately after 
the War was over, the belligerent countries would be making 
strenuous efforts to regain their lost trade and increase it, if 
possible. The development of export industries was, therefore, 
urgently called for to achieve the purpose. It was perceived even 
in England that she would have to take particularly quick steps 
to develop and reorganise her export industries, if she were to 
maintain her position in the overseas markets and to wrest from 
her rivals, if possible, some of their growing trade in these direc- 
tions. Complaints regarding the inadequacy of financial facili- 
ties for industries were hitherto unheard of in England. There 
was no reason yet to doubt the efficacy of the existing machinery 
for furnishing industrial credit in Great Britain. But the need 
of developing the export industries became so pressing that the 
‘question of financial facilities for industry came to be widely 
discussed there and even engaged the attention of the Govern- 


ment of the day. An important committee was appointed by 
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the Board of Trade in 1916 ‘‘ to consider the best means of 
meeting the needs of British firms after the War, as regards 
financial facilities for trade, particularly with reference to the 
financing of large overseas contracts."" 

In India also, the question of industrial finance began to re- 
ceive prominent attention about that time. There had been 
crowing, for some time past, a widespread feeling that the 
development of Indian industries was hopelessly inadequate. India 
had an enormous wealth and variety of raw materials but instead 
of utilising them in her own industries, she was merely export- 
ing them to enrich the economic development of other countries. 
There was probably no other country where the resources were so 
immense, the possibilities so great and the achievements so 
meagre. India had a great industrial future and it was highly 
desirable that steps should immediately be taken to ensure a rapid 
industrialisation of the country. One of the first requisites. of 
industrial development, it was pointed out, was an adequate supply 
of financial facilities and the financial needs of Indian industry 
must be fully satisfied in order to achieve the desired goal of 
industrial progress. 

Tt was also felt that the capital needs of Indian industry 
would grow to a considerable extent as soon as the War was 
over. The tonic of the War must foster a large number of new 
industries. Old industries would require to be reconditioned and 
overhauled. Extensions would also be urgently called for in 
many instances so as to obtain the economies of large-scale pro- 
duction. Industrial finance was required on a larger scale than 
ever before. An Industrial Commission which was appointed 
about this time gave great prominence, in their Report published 
in 1918, to this question of financial facilities for Indian indus- 
tries and stressed for the first time the desirability of establishing 
specialist institutions for financing them. 

In later years, in the thick of the world-wide economic 
storm, when industrial stagnation became acute and unemploy- 
ment figures were mounting rapidly, the same question of indus- 
trial finance was resuscitated once more both in England and in 
Indian. Ideas were gaining ground that lack of adequate finan- 
cial facilities had considerably intensified the prevailing industrial 
depression, and a regular and systematic supply of such facilities 
was urgently required to bring about a quick industrial recovery. 
Re-organisation, reconditioning, modernisation of plant and 
machinery—in some cases very badly needed—could never be 
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“effected without this financial assistance. The banking system 
in this connection came in for some very sharp criticisms in 
"Bogland as well as in India. There appeared to be an under- 
current of feeling that the banks were not doing their best to 
help the industries and the relations of banks to industry aroused 
the keenest of discussions in both the countries. 

_ The controversy over this thorny question assumed such pro- 
portions in England that it was made, among other things, the 
subject-matter of investigation by an important Committee 
under the Chairmanship of Lord Macmillan in 1929. In the same 
year the Government of India appointed a Banking Enquiry 
Committee as a concession to a great popular demand. Not only 
was the examination of the entire banking system of the country 
included in its purview but one of its main objects was stated 
to be an enquiry into the existing position of industrial finance 
in India and also the part played by the Indian banks in its 
provision. 

During the Second World War and specially in the 
years immediately following its termination, the problem 
of industrial finance assumed not only a peculiar importance 
but an altogether new aspect. Countries engaged in such 
a total war fought on so gigantic a scale were confronted, 
on its outbreak, with difficult problems relating to the conversion 
of their industries from a peace-time to a war-time basis. The 
switch-over often called for far-reaching adjustments of plant 
and equipment whose post-war value would be dubious. The 
financing of this rapid and extensive transition of industry from 
peace to war-time requirements raised a variety of peculiar 
issues and constituted one of the chief problems of internal 
war finance. There was not only the question of financing the 
war-time plant extension and conversion but also the tremendous 
end-of-war problem of financing the re-transfer of industry from 
a war-time to a normal peace-time footing. With this re-trans- 
fer problem was also involved the question of re-equipments ol 
industries, relating not simply to the effecting of heavy war 
arrears in plant repairs and replacements but also to the exten- 
sion, modernisation and rationalisation of whole industries. The 
provision of finance for a country’s industries in the present times 
has acquired an interest and importance from yet another stand- 
point—that of their quick rehabilitation and development in the 
national interest with a view to assisting in the maintenance 
‘and increase of employment. The planning of industrial 
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development and rehabilitation is of urgent importance for India 
to-day. The war has demonstrated sufficiently clearly that there 
is no political future for countries which have no highly deve- 
loped industries. Besides, a balanced economy could never be 
achieved in the case of our country without an intensive 
development of her industries. An adequate supply of finance 
would be necessary for this planned development of our indus- 
tries. In the circumstances the attention of economists and 
administrators in India, as elsewhere, has inevitably turned to- 
wards a study of the methods by which this finance could be 
provided. 

Broadly speaking, organised industry requires two kinds of 
finance, fixed or block capital and floating capital or short-term 
accommodation for its day-to-day needs. The former includes 
not only the long and large loans which are required for the in- 
ception of a new industry, for purchasing land, erecting factory 
buildings and installing plant and machinery, but also the more 
or less permanent funds which an old established concern needs 
to extend and reorganise itself, to remove old plant much of 
which may have become obsolete and refit with the best appli- 
ances and lastly to take prompt advantage of new processes and 
discoveries. The initial capital is generally raised by means of 
subscriptions from the investing publie, while the capital for re- 
placement or extension is usually raised by means of debenture 
issues, bearing a fixed rate of interest. The floating or working 
capital is required for the purchase of raw materials and stores, 
for expenses incidental to the marketing of products, for financ- 
ing outstandings in respect of goods supplied and for providing 
the necessary funds for paying wages and meeting the day-to-day 
requirements. These credits are of a temporary or seasonal 
character, either self-liquidating or to be repaid ultimately out 
of the issue of more permanent capital. To furnish these short- 
dated credits which are endless in the variety of their conditions 
is the principal function of banks.’ A certain portion, how- 
ever, of the working capital of an industry, although used for cur- 
rent expenses, is really of the nature of permanent capital. The 
stock of raw materials, manufactured and semi-manufactured 
commodities never falls below a certain minimum and the capital 
required for holding them is of the nature of permanent capital. 


i Report of the Committes on Finance and Industry, 1931, cmd. S807, p. 169. 
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Only that amount of working capital over and above this mini- 
mum can be characterised as short-term finance. According to 
strict theory, therefore, a portion of the normal working capital 
must have tọ be provided out of the subscribed share capital and 
the industrial company must be working for some time before it 
is ready for financial accommodation from banks.’ In the course 
of its development the company can create reserves, a portion of 
which may be invested outside the business and another may be 
usefully and remuneratively employed within the business. To 
the former category belong funds set aside for capital redemp- 
tion, amortisation funds, etc. ; to the latter belong the normal un- 
divided profits which may be an important source of working 
capital, The nature of an industry has a great deal to do with 
the relative proportion between block and working capital re- 
quired. The more roundabout and complex the processes of 
production grow, the greater must be the proportion of fixed to 
working capital. In such industries as hydro-electric, iron and 
steel and even in jute and cotton, block capital is very large in 
relation to working capital. On the other hand, in the case of 
the small and cottage industries where production is carried on 
under the simplest conditions and with most inexpensive tools 
and implements, the reverse is the case. In between the above 
two kinds of credits, long and short-term, industries frequently 
require credits for intermediate periods, i.e., for periods varying 
from one or two up to five years. As the Macmillan Committee 
have pointed out in their report, such intermediate credits fall 
mainly into three types, viz. : (i) hire purchase or instalment sales, 
(ii) advances against deferred payment and (iii) long-term credits.” 

In any comprehensive plan for providing industrial finance 
for a country, attention must no doubt be directed towards the 
provision of all the above three kinds of financial facilities— 
short, medium and long-term. But primary attention must be 
paid to the third form. The very life-blood of industrial growth 
lies in the systematic and orderly supply of this long-term fin- 
ance. The question of long-term industrial finance has assumed, 
for a variety of reasons, particular importance in India. It ran 
like a thread throughout the mass of evidence tendered before the 
Industrial Commission of 1916 and before the last Central and 


t Discussions with Foreign Experts, Indian Central Banking Enquiry Committees, 
Vol, IV, p. 146. 


2 Report of the Committee on Finance and Industry. cmd. S897, pp. 169-70. 
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Provincial Banking Enquiry Committees. In these days of in- 
dustrial planning and full employment policies, it has received an 
added importance. Tt has been frankly recognised that any pro- 
gramme for the intensive industrial development of India must 
include within its purview a well-ordered scheme for providing 
long-term financial assistance to her industries. While the ques- ; 
tien of the provision of long-term industrial finance should 
engage our foremost attention, that of the supply of working capi- 
tal to industry cannot also be neglected. The inadequacy of 
working capital for industry and the high cost of such as ts 
available are an important element in the problem of industrial 
finance in Tndia. Tn any study of industrial finance in India, a 
consideration of this aspect of the problem is also called for. 

At the present moment when we are seeking to discover the 
most efficient methods of financing industries in India, a study 
of how the problem of industrial finance has been sought to be 
solved elsewhere may prove to be not only of absorbing interest but 
also of great value. Different countries have attempted to solve 
the problem in different ways and in this connection a surves 
mav very usefully be undertaken of some of the typical methods 
adopted in financing industries. Tt will be necessary to analyse 
the principal agencies for industrial finance and to examine the 
part played by each of them in its provision. The question of 
special machineries for furnishing financial assistance to indus- 
tries should be carefully investigated and the lines on which 
such a machinery, if necessary, may be evolved for India should 
also be suggested. A reference may be made in this connection 
to the highly interesting problem of financing the conversion of 
industry from a peace-time to a war-time basis as well as its 
reconversion the other way round. This will involve a study of 
the techniques of war-time financing of industries which were 
developed in a number of belligerent countries during World-War 
TT. A critical survey of the post-war trends in the institutional 
developments of industrial finance will also be called for in this 
connection. Finally, it will be necessary to indicate in broad 
outline the general framework of the machinery that will be suit- 
alle for financing industrial development during the plan period. 
It is in this background that a study may profitably be made of 
industrial finance in Tndia. 





CHAPTER IT 


Banks IN RELATION TO INDUSTRIAL FINANCING— 
GRRMAN BANKS AND INDUSTRY 


In any study of industrial finance, a great deal of attention 
must be paid to the relationship of banks to industry. Nothing 
has aroused so much interest and nothing has been made the 
subject-matter of so much controversy as this question of the re- 
lations of banks and industry. What should be the banking 
policy in relation to industrial financing? Should the banks 
furnish permanent capital to industry or should they confine 
themselves to the provision of current finance only? Are the 
banking facilities in either of these senses adequate for indus- 
try? These are some of the questions which have been widely 
discussed in recent years. 

Banking policy with regard to industrial financing has not 
been uniform in every country. Broadly speaking, the attitude 
of banks has been either one of close collaboration with or of 
strict aloofness from industry. The former attitude of which 
Germany offers the best example is typical of all Continental bank- 
ing, and is to be found chiefly in Italy, Austria, Hungary, 
Belgium and the Netherlands. The latter is characteristic of the 
English system of deposit banking. A discussion of the relations 
between banks and industry must necessarily call for a treatment 
of the important part played by the German banks in the financ- 
ing of German industries. It has oceupied the centre of the stage 
in all recent discussions of banking policy with regard to indus- 
trial financing. Repeated references were made to it by a large 
number of witnesses before the Committee on Finance and In- 
dustry in England as well as the Central Banking Enquiry Com- 
mittee in India. In many quarters, however, there exists even 
to this day a great deal of misconception, at any rate in the popu- 
lar mind, as regards the extent and form of the industrial finance 
provided by the banks in Germany. There is, for instance, © 
kind of impression that the industrialist in Germany got from the 
banks advances for fixed capital purposes that he would not get 
from an English banker. There is a widespread idea that the 
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Germany banker took a peculiar delight in granting long-term 
credits. But Dr. Goldschmidt in the course of his evidence 
before the Macmillan Committee clearly stated that it was, 
generally speaking, not the case. The German banker believes 
as much as any other banker that, generally speaking, it is not 
the business of a bank to grant long-term credits. He has a 
great antipathy, in common with bankers all over the world, 
against advances for fixed capital purposes and always looks eriti- 
cally at any credit which is not a floating credit for working 
capital purposes." ** He only gives it in exceptional cases and 
after he has fully investigated the condition of the individual 
companies and has satisfied himself as to what purposes the 
credit will serve and what are the possibilities of amortisation.” 
In many instances when the bankers have found it impossible to 
avoid the granting of such credits, they have had to help industry 
over difficult periods by taking up themselves shares and bonds as 
during the crisis of the inflation and stabilisation periods. But 
lasting participation has not generally been their poliey with 
regard to industrial enterprises, at least in the modern times.” 
They may have been forced to this position when an issue has 
proved to be unsuccessful or when they have had to buy back 
their own issues to maintain their price. Thus, during the 
vears after World War I, the banks were often severely handi- 
capped in their issue and placing business, so that they were 
unble to place more than a limited portion of their holdings and 
could reduce their security portfolios only temporarily. 

Ideas are also widely current that German banks frequently 
atart new industries and act as managers of industrial concerns 
as well. Generally speaking, the starting of new industries is 
not their function. When private enterprises are converted into 
jointstock companies, and if such conversion is warranted by 
the size, past records and prospects of the business, the banks 
sometimes take a limited share interest in the new companies, 
But any impression that the banks start with selling shares of 
the jointstock company, buying factory sites, bricks and steel and 
thus establish an enterprise, is wholly wrong.” The banker never 
claims to be an industrialist in Germany. It is not his practice, 


t Minutes of Eeidence, Committee on Finance and Industry, Vol. IT, p. 145. 

2 P. B. Whale, Jointstockh Banking in Germany, p. 46. 

> Discussions with Foreign Erpert«, Indian Central Banking Engqniry Committee, 
Vol. IV, p. 178. . 
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ordinarily speaking, to act as a responsible leader or manager of 
industrial concerns. Tt is only when the financial structure of 
industrial companies shows so many cracks that they have be- 
come particularly weak or insecure that the banker in Germany 
steps in and assumes responsibility for management." But it is 
involuntary and never sought for. 

At the same time, however, it must be observed that just as 
it is wrong to think that the German banks are always ready to 
furnish long-term finance to industry or participate in the pro- 
motion of industrial companies, it will be equally wrong to believe 
that they have never done it. In his anxiety to dispel some of 
the prevalent illusions regarding the industrial activities of the 
German banks Dr. Jeidels caused considerable misapprehension 
in the minds of the members of the Indian Central Banking 
Enquiry Committee.* An impression seems to have been conveyed 
hy his observations that the German banks had at no stage of 
their development furnished long-term finance or taken an active 
part in promoting industrial companies by taking up their shares. 
That impression is not correct. The truth is that the German 
banks evolved themselves into a position in recent years, which was 
wholly different from that in the earlier stages of their develop- 
ment. Dr. Jeidels appears to have overstressed the recent trends 
only and ignored the activities of the German banks in the earlier 
stages of their development. He was undoubtedly speaking of 
the position of German banking in his time, whereas his Indian 
colleagues in the Committee probably had at the back of their minds 
the activities of the banks in the earlier years. The evolution in 
the German banks has been going on through a long process of 
years and is probably still not complete. Four different stages are 
noticeable in this evolution before World War IT; their functions 
underwent remarkable changes as they passed from one phase of 
development to another. In order to understand the relationship 
of the German banks to industry in its true perspective, it will 
be necessary for us to go back to the beginnings of these institu- 
tions and to trace the alteration in their policy with regard to 
industrial financing through the successive phases of their 
evolution. 


3 Minutes of Evidence, Committee on Finance and Industry, Vol. IT. p. 14. 
2 Discussions with Poreign Experts, Indian Central Banking Enquiry Committee, 


OL IV, pp. 171-79. 
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10 ~ INDUSTRIAL WEVANCE IN INDIA 
1848-1870 :— 


In the first stage of their development the German banks 
were pre-eminently banks for loans to industry; and as such 
piayed an important rôle in the financing of German industries. 
They were formed with a distinct industrial bias. Take for 
instance, the Schaafhausen’scher Bankverein of Cologne, the 
first German jointstock bank, established in 1848. Although the 
statute precluded it from indulging in any kind of speculative 
activity outside the sphere of proper banking business, the insti- 
tution from the very start invested in shares of various companies. 
mortgages and industrial enterprises. Within a few years of its 
establishment, it financed several mining and metallurgical under- 
takings in the Rhineland and Westphalia. The Bank fur 
Handel und Industrie was established in 1853 with the distinct 
object of taking an interest in industry. It was modelled on the 
'* credit mobilier ° of France and one of its co-founders, 
Abraham Oppenheim, was the founder of the Credit Mobilier. 
This bank was expressly empowered by its statute ‘‘to partici- 
pate in the promotion of new companies, the amalgamation 
and consolidation of different companies, and the transformation 
of industrial undertakings into jointstock form, and also to issue 
and take over for its account the shares and debentures of such 
newly created companies.’"* It contemplated from the very start 
promoting solid and large-scale undertakings through the invest- 
ment of its own and outside funds. In the first year of its exist- 
ence it was responsible for the development of German and 
foreign railways. It took over shares of the Austrian State Rail- 
way, purchased the entire Brunswick railway system and held 
preference shares in the Cologne Minden Railway. It also in- 
fluenced the growth of many engineering and textile industries in 
the South of Germany and took part in the flotation of many 
German and Austrian loans. A number of other banks was 
established about this time following the model of the Bank fur 
Handel und Industrie more or less closely. Of these the more 
important were the Disconto Gesselschaft, the Berliner Handels 
Gesselschaft and the Mitteldeutsche Creditbank. The Disconto 
was established in 1851 with a capital of 30 million marks and 
was changed into a limited lability company in 1856. Like the 
Bank for Industry and Trade at Darmstadt, it participated in 


* Art. TTT K of Statute of the Bank for Handel ond fndustrio, 
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numerous railway transactions. It became connected with the 
Silesian Railway Company, the Alsenez Railway, the Rhine Nahe 
Railway, etc. Besides railways, it was also engaged in the 
development of salt pits, mines and iron works as well as 
secondary banks and insurance companies.’ It had even in 
recent years several industrial interests among which the well- 
known United Steel Works and the Hamburg American Line 
might be mentioned. 

It is interesting to note that the German banks in this period 
carried on their business with their own capital resources and 
were not dependent upon deposits from the public. The balance 
sheets of 14 jointstock banks in 1857 showed a total of 296 million 
marks of which not less than 205 millions were represented by the 
money of the shareholders and only 57 millions by deposits and 
acceptances. The ordinary banking business of receiving de- 
posits and making short-term loans from these deposits was con- 
sidered by them merely as a side-line. Their main business 
consisted in investing the shareholders’ money in industrial and 
commercial enterprises, the object being to reap as large a profit 
as possible for the shareholders. A considerable portion of their 
resources was invesed in industrial securities. The banks in 
that period, therefore, ‘‘ partook more of the character o! 
investment trust companies than of banks properly so called.’ 


1870-1913 :— 


The banks assumed a new character when they began the 
systematic fostering of deposit business from the early nineties- 
The lead was taken by the Deutsche Bank ; and the other banks 
soon followed it in attracting deposits by offering more liberal 
terms and by making them in favour of the traders and manufac- 
turers. The following figures strikingly bring out the enormous 
growth of bank deposits. The deposits (including current account 
balances) of all banks rose from 1932.18 million marks in 
1889 to 9641.59 millions in 1913, of which 5148.63 millions were 
held by 9 Berlin banks.‘ The following figures given by 


1 Hauser, Germany's Commercial Grip on the World. 
2 Banks ond Industry in Germany, an article by 8. G. Feodossief in the Bankera’ 


ê, June, 1930. 
P. B. Whale, Jointstock Banking in Germany, p. 20, 
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Dr. Riesser also illustrate the growth of deposits in the case of the 
four ‘D’ banks between 1870 and 1908 :— 


Bank Year. Deposits 
(in million marks). 
1. Deutsche aS — s 8 
1908 489 
2. Dresdner he ... 1876 2.8 
1908 224.5 
8. Disconto * — RRA 14.8 
1908 218.5 
4. Darmstadter F ... 1870 16.1 
1908 108.8 


The resources of the banks, which in the earlier stage had 
been confined to their own capital and reserves, came now to 
consist of other people’s money in the form of more or less short- 
term deposits. The rapid economic development of Germany 
during this period necessitated the provision of finance for the 
growing requirement of trade and manufacturing concerns. With 
the increase in the deposits, the banks became able to extend 
more credits to them. Thus a considerable part of the constant- 
ly growing volume of deposits, came to be used by them for assist- 
ing the development of industries in which they were interested 
as promoters, shareholders and debenture-holders. The banks 
which had originally resembled investment trust companies and 
considered pure banking business as a mere side-line gradually 
evolved themselves into deposit banks. But they did not abandon 
their old preference for investment banking: their original charac- 
ter of the investment trust companies was retained. They com- 
bined the investment trust business of the former period with the 
deposit business of this period ; their business became mixed and 
varied. From this period they acquired their distinctive features 
and came to be known as *' mixed banks.™ In addition to the 
business of an English jointstock bank, it now included the 
functions which are regarded in England as belonging properly to 
company promoters, issue houses, underwriters, discount houses 
and even stockbrokers. 


1913-193830—War and Post-War Years — 


The evolution of the German banks did not, however, stop at 
that stage. They continued developing along new lines in subse- 
quent years. Ever since the First Great War, a slow but steady 


1 Rieaser, The Great German Banks and Their Concentration, pp. 205-08. 
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revolution had been taking place in their business. During the 
War and the years immediately following it, lending to public 
authorities became the main business of the banks. They con- 
centrated on financing Government by floating its loans. The 
Government in many cases took upon itself the task of financing 
industry. The opportunities for dealing in or for creation of 
securities were also limited by war-time regulations. All these 
circumstances altered to a considerable extent the status of the 
German banks; they became during this period purely deposit 
banks. The following figures giving the average percentage of 
securities to total assets in the case of eight Berlin banks during 
1914-18 strikingly illustrate the marked decline that took place 
in their security holdings* :— 


1913 1914 1915 1916 1917 £1918 
Bight Berlin Banks ‘oe A ee Coe Od 6.6 6.2 


This decline in the percentage of securities to total assets was not 
only well-maintained in the post-war years but was even accen- 
tuated in the years of the inflation. The banks grew more and 
more cautious. They became reluctant to tie up their funds for 
long periods and concentrated far more regular banking busi- 
ness than formerly. There was no doubt a revival of the typics! 
industrial activities of the German banks during the years 1926 
and 1927 but barring this, their tendency to ** switch ©" over to 
deposit banking, and that in the English sense of the expression, 
was unmistakable. This post-war trend in German jointstock 
banking is amply illustrated by the following figures showing a 
marked decline in the relative financial importance of their in— 
vestment banking business. As compared with figures for 
1913, the decrease in the relative size of long-term investments as 
shown by the proportion of own securities and syndicate participa- 
tions to total assets is strikingly significant * :— 


Securities as Percentage of Total Assets 


ae — — —_ — 








1913 1919 1920 1921 1922 


Average for 8 Berlin Banks ... 13.0 2.6 2.8 1.7 0.23 
1924 1925 1926 1927 1928 
Average for 7 Berlin Banks ... 6.7 5.0 4.8 4.2 3.9 


1 P. B. Whale, Jointstock Banking in Germany, p. 202. 
va, 2 The tables are based upon data given by P. B. Whale, op. cit.. pp. 158, 202, 223 
and 275. 
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Even before World War I, it will be a mistake to suppose that 
investments occupied quite a large portion of their business. Even 
in the pre-war years the holdings of securities, syndicate invest- 
ments and participations in other banks were never very large. The 
average percentage of securities (including syndicate and bank 
participation) to the total assets in the case of nine Berlin Banks 
from 1907 to 1913 as shown in the following table clearly 
illustrates the position * :— 


1907 1908 1900 1910 1911 1912 1914 
Average for 9 Berlin 


Banks ae ee 98 124 120 18.1 18.2 


In the years after World War I the proportions of long-term invest- 
ments fell still lower. The importance of this part of their 
business was gradually receding into the background; and the 
banks were steadily turning into deposit banks in the English and 
American sense of the expression. 

But more must not be inferred from this statement than is 
intended here. Tt has already been noted that the banks were 
not indifferent and inactive when opportunities came, as, 
for example, in 1926 and 1927. Indeed the recovery of German 
industry from the depression of 1925-1926 would have been 
difficult without the co-operation of banks with industry. Besides, 
it may be that the low proportion of shares and syndicates was 
due to the fact that these were being quickly passed over to the 
investing public. But it has to be acknowledged that the post- 
war German banks were tending to develop very much along the 
lines of the pre-war English deposit banks. This is evident not 
only from the comparative decline in the securities business noted 
above but also in the rapid increase in deposits and fall in capital 
and reserves. The following figures indicate a significant decline 
in the proportion of capital and reserves to liabilities, while the 
percentage of deposits and current account balances was 
comparatively rising.” :— 


Capital and Reserves as Percentage 
of Total Liabilities. 


191P 1927 1928 
Average for 8 Berlin Banks D ER 8.6" 7.0" 
3 Based upon data given by P. B. Whale, op. cit. 


2 P. B. Whale, Jointstock Banking in Germany, p. 275. 
* Figures for 7 Banks. 
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1980 Also The Economist (Banking Supplement), 12th May, 1928. 
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‘Deposits and Current Account Balances 
as Percentage of Total Liabilities. 


1913 1927 1928 
Average for 8 Berlin Banks cos OZI 85.1 86.1* 


The figures available for the principal German banks tell the 
same story of a remarkable decline in the proportion of capital 
and reserves to liabilities. The latter are seen to have risen by 
40%, while the former are little more than one-third of the pre- 
war figures’ :— | 

. wa In Millions of RM. 


1913 1925 1926 1927 1920 
Capital and Reserves ... 2,388 666 763 813 830 
Acceptances ... 1,850 259 350 435 . 453 
Creditors (deposits) ... 6,759 4,906 6,528 8,128 10,399 


_. The figures given above illustrate the recent tendency for 
German banks to depart more and more from the pre-war practice 
of combining the functions of commercial banking with those of 
investment banking in all its aspects. The eontinued increase 
in deposits was not certainly accidental. The German banks were 
working with funds deposited with them to a far greater extent 
than had ever before been the case and had to exercise more and 
more caution. They reduced their totals of securities and joint 
syndicate holdings and were conforming more closely to the 
recognised canons of commercial banking as adopted in England. 


1931-1989—Post-Depression Years :— 


The separation of commercial from investment banking 
functions is one of the most striking features of German banking 
legislation in the post-depression period. When in the 


crisis of 1931 there was a complete breakdown of the German 


banking system, -feelings of humiliation and resentment surged 


_ throughout the country. The illiquidity of the majority of the 


banks and the widespread prevalence of abuses called for an 


‘immediate and thorough reorganisation of the whole banking 


. © Figures for 7 Banka. 


The Times Trade and Engineering Supplement, Banking Section, 28th June 
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system. There was a Commission of Investigation which was 
followed by the enactment of a new law—the German Credit 
Act of December 5, 1934. The Act aimed at advocating sound 
views of banking and was intended mainly to prevent a repetition 
of the abuses which contributed to the collapse of 1931. But it 
went much further and subjected the banks to the complete 
control of the Government so that they could become merely 
another instrument for promoting the general economic policies 
of the National Socialist State.’ The features of this legislation 
which are of particular interest to us relate to the demand that 
was made upon the banks to maintain a fairly high (much 
higher than what prevailed immediately before) standard of 
liquidity and curb their traditional investment banking activities 
by limiting their holding of real estate and speculative invest- 
ments. First, a minimum cash ratio of 10% was required to be 
maintained. The second ratio provided for was between the sum 
of commercial bills (having a currency of not more than three 
months) and eligible bonds, and total liabilities which was not 
to exceed 30%. Thirdly, stocks and bonds not admitted to 
German stock exchanges that were owned by a credit institution 
were not to exceed a certain percentage (in no case less than 5%) 
to current liabilities to be fixed by the Supervisory Board. 
Permanent participations and investments in property and build- 
ings should not exceed the capital and reserves of the credit 
institution.” Lastly, the pre-war banking practice in Germany, 
under which short-term facilities granted to industrial companies 
were intended to be converted into an issue of new shares, was 
also discouraged. This form of financing, quite familiar in 
Germany before the First Great War, might have proved workable 
in times of considerable technical progress but the circurnstances 
entirely changed after the War and in later years it lost its raison 
d'etre. Thus both law and practice tended to reverse a banking 
tradition built up in the country over more than a century. The 


+ ©. W. Guillebaud, Economic Recovery of Germany, 1932-38, pp. 03-96; Article 
by Marie Dessaner in the Review of Economic Studies, Vol. TI. 1934-35, pp. 214-224 : 
Article entitled “ The German Credit Act of 1934 | in the Journal of the Inetitute of 
Rankers, November, 1037. Art. by Mr, Beckhart in the Political Science Quarterly. 
March, 1937, p. 86, “ Employment Bills ` issued by a specialist Institution for financing 
new enterprises were discounted by the Banks. The latter in turn had them rediscounted 
by the Reichsbank. 

3 Bees. 16 and 17 (1) and (2), the German Credit Act of December 5, 1934, 
Federal Reseree Bulletin, Janoary, 1955, 
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decline in syndicate participations was significant in post-depres- 
eion years’ :— 


RMS. (000,000's) 
1929 1935 1936 1937 1938 19839 


Syndicate participations 168 114 121 117 108 83 
(Five Big Berlin Banks) 


German Banks during the War of 1939 : 


The German banks may be observed to have passed through 
yet another phase during World War IT. For many years imme- 
diately preceding the outbreak of the War in 1939, German 
industry had been financing itself out of undistributed profits 
to a considerable extent and had been growing independent of 
banking assistance as never before. It has been estimated that 
by far the greater proportion of its capital requirements, nearly 
10,000 million marks out of a total of 14,000 million, had been 
met during the decade ending in 1942 from profits ploughed 
back into industry. Since the outbreak of the War, German 
industry came to rely not only upon self-financing to a much 
greater extent but also upon direct advances from Government 
Departments. In the circumstances the importance of German 
banks as a source of industrial credit considerably declined 
in recent years.” Business credits tended to constitute an 
ever-decreasing proportion of the steadily mounting balance- 
sheet total. How remarkable this trend was is clearly 
brought out in the table given below * :— 


Business Credits os per cent. of Balance-shect Total 


1938 1939 1940 1941 
Dentsche Bank 40.0 24.7 21.8 17.5 
Dresdner Bank 88.5 36.1 22.4 22.1 
Commerz Bank 43.6 29.3 23.7 19.9 


The German banks, having lost their normal profitable 
fields of activity and being deprived of their legitimate sources 


1 Money and Ranking (1010-42) League of Nations, p. 118. 
a The Statist, July 4, 1942 C’War-time Banking in Germany,'') pp. 492-93. 
9 The Statiet (Internationa! Banking Section), November 28, 1942. 
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of income, were compelled not only to carry out extensive pro- 
grammes of rationalisation but also to explore new and con- 
venient spheres of activity such as the financing of © Aryanisa- 
tion "* transactions. When in May, 1942, Dr. Funk announced 
in a speech that certain modifications were being made in the 
aystem of financing armament orders, high hopes of a revival of 
business with industry were raised in the hearts of the bankers. 
Rut the hopes that private banking would be able to grant 
industrial credits on a large scale were not realised.’ 


Technique of German “* Industrial Banking `’ : 


The close relationship of German banks to industry 
commenced from the very foundation of the industrial company. 
The banks lent their collaboration in founding almost every 
important company whether in the case of converting an already 
existing private enterprise into a jointstock company or of exploit- 
ing an absolutely new invention. The procedure was usually as 
follows: The bank first called for full particulars about the 
industrial concerns and then found some authority, not of its own 
staff, to investigate. The German banks, contrary to general 
belief, employed no staff of industrial experts. The expert was 
usually the director or manager of another industrial company 
connected with the bank. Tf, for example, it was a sugar factory, 
remarks Dr. Jeidels, the bank would ask one of its clients in the 
sugar industry for the favour of recommending somebody from 
his own staff.” ** Tf the bank, after examination, decides to 
found the company it draws up the scheme of financing, 
determines the amount and the type of capital to be issued and 
then in some cases itself takes a part of the shares into its security 
portfolio with the idea of issuing them at a later date. ™ In 
this way the founding bank became the issuing bank. 

The origin of this intimate connection between n bank and 
an industrial enterprise lay in the opening of a current account 
for the latter. This current account, it must be noted, is not 
identical with the English cheque account. As Mr. Whale has 
pointed out, a current account relation in Germany is said to 


i The Statiet Cntervational Banking Section), November 27, 1943 U German 
Panking in Total War’), p. 13. 

2 Discussions with Foreign Experts, Indian Central Banking Enquiry 
Committee, Vol. TV, pp. 147, 187. 

> Minutes of Evidence, Committee on Finance and Indnetry (Memorandum on 
German Banking by Dr. J. Goldschmidt), Vol. TT, p. 148. 
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exist between the bank and its client ‘* when money claims arise 
on both sides and these claims are not settled individually but 
are treated as items in an account of which the balance is struck 
periodically. Once this balance is determined, the several debts 
on each side are considered to be settled and there emerges in 
their place one claim and one (equal) debt.""' Interest is 
reckoned on both sides of the account. 

The current account credits, though generally for short term 
only, were occasionally time credits and were granted more or less 
for long periods. Such long-term credits were generally pre- 
paratory for future loans ; they represented in principle advances on 
future issues. Thus the German firms depended on their current 
account advances not only for working capital purposes but also 
for extension and replacement of machinery in anticipation of 
recourse to the investment market. These current accounts 
represented a large portion of the total assets of the banks and in 
1910 the total sum due on that account in the case of eight Berlin 
banks was about 41% of their entire assets.* No definite rules 
can be given as regards the collateral security required for credits 
of this kind. The credits were very often granted without any 
security at all. They were then based upon personal confidence 
in the efficiency and managerial ability of the business as 
well as on the earning power of the concerns. Such unsecured 
credits were, indeed, considered best and safest by the German 
bankers and in 1929 constituted 25° of the total debts of the 
principal Berlin banks.” In the case of secured credits, the 
security demanded was usually of an easily realisable character, 
such as stocks and bonds quoted on the stock exchange or stocks 
of commodities. Sometimes first mortgages were also accepted. 

The opening of the current account was the first link in the 
long chain of transactions between the banks and industry. The 
current account advances have been aptly characterised as the 
“ hinge | of credit relations with industry. From the moment 
the current account relation began, the bank closely followed the 
interests of its client's business. If the bank found that its client 
had the value it bad attributed to him, it renewed and increased 
the credits from vear to vear. Credits at first short became 


1 P. B. Whale, Jointetowk Banking in Germany, p. 37. 
2 Ranks and Industry in Germany, an article by 8. G. Feodossief in the Bankera 


Magazine, June, 1930. 
2 Minutes of Evidence, Committee on Finance sad Industry, Vo). IT, p. 150. 
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longer and larger and as occasion arose, capital transactions— 
conversion into a jointstock company, issue of bonds and shares, 
direct participation, co-operation in management—all closely 
followed one after another. 

Banking collaboration to industry was lent by issuing the 
shares and bonds of industrial enterprises. ‘‘ The business of 
issuing industrial securities is the keystone of the vast structure 
of the industrial relations between banks and industry whose 
foundation is the current account business.""* When the bank 
in England gives its name to a security, it assumes no respon- 
sibility for it. But in Germany the bank became responsible 
for the future development of the securities which it bad issued, 
It could not shirk that responsibility without damage to its reputa- 
tion. In England the great bulk of the issues is made by the 
hig banks, the name of the bank appearing on the prospectus. 
But that does not make the bank responsible for the issue. In 
the English system the banker is merely a receiver of subserip- 
tions to issues but in Germany the making of an issue only re- 
presented one stage in the continuous relationship between the 
banker and industry. The banks in Germany could only introduce 
an issue by responsibly signing the prospectus along with the 
issuing company. They were members of the Stock Exchange. 
In applying for admission to its shares a bank had to submit a 
prospectus bearing its own signature which was subject to a close 
examination by the Stock Market Listing Committee. This 
committee was composed partly of representatives of Government 
departments and partly of representatives of banks and all 
departments of business life. The representatives of the intro- 
dacing bank, being interested parties, were usually excluded from 
the examination of the prospectus. 

This issue business was generally carried out by what was 
called in Germany a ‘‘Syndicate™’ or Konsortium,“ comprising 
several jointstock banks and a number of provincial banks. They 
made themselves responsible for the issue collectively and they 
came together for that purpose into an association which was called 
a “Konsortium. Each member of the “Konsortium’” had a 
certain quota and was expected in the case of the syndicate credit 
to advance a proportional amount. The majority of the short- 
term current advances were made by the banks individually : 


0890 cU | 
i Rissser, op. oit., pp. 864-65. O37 (33 
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while these syndicate credits were mostly really large and long- 
term.’ One of the members of the banking syndicate was chosen 
as the ‘‘ Leiter '’ or Director of the common transaction. The 
shares were not divided among the members but remained in the 
custody of the ‘‘Director’’ bank until they were sold out to the 
public.? The syndicate was generally formed for a certain period 
and on its termination the total profit or loss and any remaining 
securities were shared among the members in proportion to the 
participation which they had accepted in the issue. The net 
effect of the German banks working jointly in syndicate was much 
the same as that of the English underwriting system. This 
method of creating ‘‘Syndicates’’ not only tended to reduce the risk 
borne by a single bank by spreading it out among all the asso- 
ciated banks but was also remarkable, as Dr. Goldschmidt points 
ont, in preventing one bank from granting credits unknown to 
the others. This acted as a financial brake on the concern which 
would not otherwise be obtained.’ 

It will be difficult to realise without personal experience 
what a feeling of intimate relationship and solidarity deve- 
loped between the German banks and industry. This co-opera- 
tion was built upon the bedrock of a spirit of mutual 
confidence that has grown between them, a spirit that far 
outstripped the question of immediate gain and emanated 
from a genuine desire on the part of both to further industrial 
welfare as a whole. This feeling of solidarity and mutual con- 
fidence found its practical expression in the representation 
of the banks on the boards of industrial and trading enterprises. 
“ While the managing directors of the banks are generally on 
the boards of the most important enterprises, the next ranks in 
the hierarchy, the managers, are often delegated to the boards 
of the smaller companies, while branch managers are nearly 
always to be found on the boards of the local companies in their 
districts." In addition to the appointment of Directors, 
the banks sometimes appointed one of their employees as Depart- 
mental Manager, Secretary, Accountant or Engineer to the newly 
connected industry.‘ Not only did the members of the bank 


t The Economist, March 15, 1990, pp. 572-79. 

2 P. B. Whale, Jointsetock Banking in Germany, pp. 45-46. 

a Minutes of Evidence, Committee on Finance and Industry, Vol. I, p. 149. 

4 Dr. Nimenyi’s Memorandum, Indian Central Banking Enquiry Committee, 


Vol. Il (Written Evidence), p. 292. 
GS \745- 





22 INDUSTRIAL FINANCE IN INDIA 


directorate sit on the supervisory board of industrial enterprises, 
but captains of industry were frequently invited to take seats on 
the bank Aufsichtsrat. This exchange of representatives was an 
important link between banks and industry. The bond between 
them was strengthened and thereafter they were joined together 
* for better or worse.” 

Tt must be noted in this connection that the banker never 
gave his advice on purely technical or industrial questions but 
always on financial matters. As a rule the industrialist was 
responsible for the business and general management of the 
company and the banker was merely the adviser on financial 
questions. It was not in conformity with the spirit of the German 
Aufsichtsrat to go beyond that. In exceptional cases when the 
financial structure of the companies was impaired, the banker 
went beyond but always involuntarily. 

This exchange of representatives has often been described 
as an “‘interlocking of directorates."’* But in view of the peculiar 
functions of the German Aufsichtsrat, such a description will 
not be quite correct. Its functions were not quite the same as 
those of an English Board of Directors. It did not possess 
any executive but only consultative and supervisory functions. 
It determined in consultation with the managing directors the 
general policy of the company. Everyone of the members had 
the right to demand information and carry out investigation” 
From the members of the Aufsichtsrat were elected a Presidium 
and certain committees, such as the committee for credit 
business. A number of members of the Board and of these com- 
mittees were industrialists so that expert advice and special 
information about industrial matters could be obtained 
confidentially from them in the case of large credits. 

The day-to-day work of the bank was done by the body of 
managers. ** The policy of the bank, the business of the bank 
and the representation of the bank are in the hands of the 
managers.’ The executive management consisted .of “‘personally 
responsible partners’’ who were responsible for the liabilities of 
the bank with their entire fortunes and of managing directors 
(members of the Vorstand) in banks organised as limited liability 


t Riesser, op. cit.. pp. 366-07. 
> Walter Leaf, Banking, p- 159 
> P. B. Whale, op. cit., p. SL Abo Minutes of Evidence, Committee on Finance 
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companies. These managers had joint leadership. Every 
individual had to give his decision on great questions as to 
granting large credits and issues and other important things. In 
the case of important credits the approval of the Credit Com- 
mittee which met from time to time to discuss such credits was 
required. For small credits, the sole responsibility was assumed 
by the partners or directors. But when they were in doubt, or 
when they had to deal with important credits, i.e., those that 
were over a certain amount, the Aufsichtsrat was consulted, 
and the judgment of those members who were particularly experts 
about the company applying for credits was sought. The 
management could always approach the Aufsichtsrat or invite some 
of its members for the purpose of consulting them and seeking 
their advice on important questions. 

From the data collected by Dr. Riesser we are able to form 
an idea of the extensive representation of the banks on the 
supervisory councils of industrial concerns. The Deutsche, for 
example, in 1911 had seats on the supervisory boards of 159 
companies, the Schaffhausen’scher Bankverein on those of 148, 
the Disconto on those of 143, the Darmstadter on those of 132, 
the Dresdner of 120 and the Berliner Handelsgesselschaft of 123." 

The position of the banker on the boards of several competing 
firms was not incompatible with the independence of these concerns 
and the continuity of competition between them. This was due 
to the spirit of mutual confidence, already referred to, between 
the banker and the industrial traders. ‘* It is the same,”” us 
Dr, Goldschmidt observes, “‘ when you visit the doctor. He will 
never say anything about your illness to your friends. He knows 
very well that he must keep your confidence.""* This position 
of the banker was very good for him as well as for the company. 
He could learn in the different companies the various methods, 
ideas and kinds of leadership. He could very usefully advise other 
companies and could very often settle differences between them. 
He could render really valuable service when schemes of amalga- 
mations were being considered. He could always approach other 
bankers and have a discussion with them over the scheme not 
only as an interested party but also from the general economic 
point of view. 


— — ° 
t Riesser, op. cit.. App. TV. pp. 897-920. 
2 Minutes of Evidence, Committee on Finance and Industry, Vol. IT, p. 157. 
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_ The membership of a large number of boards in this way 
gave the banker a broad view of industrial development and 
a wide experience, so that he was generally the obvious man with 
whom to discuss new financial transactions and schemes of 
business organisation. ‘* His experience together with his 
capacity and advice proves a very valuable asset for the boards 
of his companies particularly when he through his confidential 
personal relations has a general view over the situation of 
competing similar enterprises and can therefore judge and 
estimate the value of measures and schemes of general industrial 
policy.” 

From the foregoing analysis of the technique of industrial 
banking in Germany, the following points emerge very clearly. 
The banks granted short-term as well as long-term loans but the 
short-term deposits were used as a rule for the short-term loans. 
Credits for long periods whether for new or old established 
concerns were generally raised by issuing shares and debentures 
and selling them to the investing public. The issue of shares 
was generally preferred for permanent improvements. When 
capital was required for improvements of considerable duration 
but yet terminating after the lapse of a certain time, the 
banks raised it by issuing bonds redeemable by amortisation 
within a fixed period. These debenture bonds were issned 
whenever comparatively long-term loans were required for an 
extension or renewal of machinery.’ The banks might sorne- 
limes take up shares and debentures in the first instance 
and might often keep the purchased securities in their port- 
folios for some time before attempting their sale. But they 
did not generally hold them permanently and ultimately disposed 
of them among the public. Whatever might have been the case 
in the earlier period, permanent participation had never been 
their policy with regard to industrial enterprises in the recent 
times. Since the War of 1914 at least they had far less 
eapital locked up in industry than was the case in the days before 
it. A careful perusal of the recent balance-sheets will show 
that short-term credits generally predominated. Tn fact there 
was a startling increase of the short-term loans of the German 
banks in recent years—the increase being to a considerable 
extent accomplished at the expense of a decrease in long-term 


4 Riesrer, op. eit. 


+ 
4 





BANKS IN RELATION TO INDUSTRIAL FINANCING 25 


investments." The German banker normally is as much 
reluctant to tie up his funds permanently in industry as any other 
banker anywhere else in the world. 


Diversified Activities of German Banks : 


A study of the annual reports and balance-sheets of the 
German banks clearly shows the diverse lines of business that 
they carried on. Tt seems incredible to one schooled in the simple 
traditions of English deposit banking, how the banks were at all 
able to carry on such various lines of business appearing to be 
extremely risky and speculative. The diversified activities of 
the German banks and their intimate alliances with trade and 
industry involved them in heavy credit engagements as well as 
in investments which did not often represent readily realisable 
assets. The union of short-term banking with the provision of 
long-term capital has made them the target of severe criticisms. 

In some cases the banks undoubtedly incurred enormous 
losses. But these were principally due to their own errors and 
hazardous ventures. In granting credits the principle of dis- 
tribution of risks was generally disregarded in such cases. When 
a bank gives too much credit to one industry or even to 
one branch of it and when that single industry or establishment 
goes wrong, the result is necessarily disastrous. Thus the 
Leipziger Bank and the Dresdner Kreditanstalt owed their 
failures to the extension of excessive credit to single companies. 
The misfortune of the Darmstadter und National Bank in 1931 
was similarly due to the collapse of its biggest borrower 
" Nordwolle."" The larger banks often suffered heavy losses in 
connection with the development of some real estate companies, 
but their solvency could never be questioned. 

Generally speaking, the enormous amount of share capital 
and reserves of the big credit banks, the solidarity of interest 
and the efficient control exercised by the authorities made it 
almost impossible that they would be shaken by any catastrophe. 
We have already pointed out that though they made both short 


1 M. B. Northrop, Control Policies of the Reichebank, pp. 116-18. 

The short-term loans of the German banks iwerensed from 19.608 million cat 
in 1913 to 27,626 million RM. in 1990; while the long-term investments declined from 
26,421 million RM. in 1913 to 15,834 million RM, in 1930, 
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and long loans, they did not as a rule use their short-term 
posits for the long-term investments. They issued shares and 
debentures for the purpose of raising the long-term credits. Here 
also we find that their policy was never to hold willingly the 
securities permanently on their own account. Only a very small 
proportion of capital and reserves was employed for this purpose. 
Through a skilful management, this small proportion was in- 
vested, realised and re-invested in various shares. 

Besides, whenever the risks of immobilising their funds 
appeared to be very great, they departed from their traditional 
methods of participation and helped to establish subsidiary com- 
panies either in conjunction with industrialists or foreign 
capitalists. They often songht to provide relief by mediating 
loans from abroad, as during the years after stabilisation, when 
industries were suffering from scarcity of long-term capital. Tn 
September, 1927, the Deutsche Bank, with the assistance of 
Dillon Read & Co., raised in New York a five-year loan of 25 
million dollars with the purpose of re-lending the proceeds to 
middle-sized industrial concerns in Germany for a similar term. 
Shortly afterwards the Commerz-und-Privat Bank raised a 10- 
vear loan of 20 million dollars through the Chase National Bank 
for the same purpose.’ 

The history of German banking has amply demonstrated 
that it is possible for banks to play a large part in industrial 
financing without immobilising their funds. It has been frankly 
recognised that ‘‘without the vigour and daring initiative of the 
banks the present proud edifice of German national economy 
could not have been erected in so short a time.” ‘‘Tt should 
never be forgotten," remarks Dr. Goldschmidt, ‘‘ that Germany 
owes the great industrial development of the sixties, the nineties 
and the first decade of this century in a large measure to what 
one may describe as the ‘entrepreneur spirit" in banking." 
The same * entrepreneur spirit’ was urgently called for after the 
first World War for the great work of reconstruction and rehabili- 
tation of industry. The entire economic situation was shattered 
hy the War, capital was lost, consumer demand was lacking and 
the technical basis of industry was undermined. The banks 


I Be D Whale, op- cit., p- 272. 
a Deutsche Orkonomist, quoted by Mr. Whale, op, cit., p. 334. 
a Minutes of Evidence Committee op Finance and Industry, Vol. IT, p. 149, 
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generously responded to the call of industry and stood by it firmly 
in the hour of its peril. Once again during the serious crisis 
which enveloped German industry during 1925-26, it was this 
same spirit which brought about its splendid recovery. 


1. 
. 


Reasons for the System of * Blending of Functions 


If the German banks “ lived under this system of the 
blending of functions and the confusion of risks,” it was neither 
because they preferred it to others nor because they considered 
it more suited to the aims of national economy. It was because 
‘hey could not be otherwise. They were so to speak ** daughters 
of necessity """—a product of numerous historical circumstances. 
The German banking system was built up and organised as a 
consequence of the general economic evolution of the country. 
The economic situation in Germany was different from that in 
England and other old capitalist countries. In England, the 
process of industrialisation was spread over a pretty long time 
and there was a mass of dormant capital seeking investment. 
Industry bad merely to ask for it for employment. But in the 
case of Germany her industrial revolution had marched more 
rapidly than the formation of capital. Before 1830 there was 
scarcely any trace of industrialisation in the country. It is from 
the middle of the 19th century that the first awakening of 
German industries may be witnessed. Changes were rapidly 
taking place about that time in Germany. The whole system 
of communication was revolutionised by the use of railways; 
several of her industrial branches were transformed and by 
means of the Zollverein, unification was achieved in the 
economic territory. All this paved the way for the expansion 
of German industry and gave a great impetus to large-scale 
production. The joint stock company is admirably suited for 
large-scale trade and industry and hence the rise of joint stock 
enterprise in Germany also dates from this period. 

The rapid economic expansion created a new and enormous 
demand for capital and credits of all descriptions. The funds of 
the general public were too meagre to meet this demand. Even 
in the case of those who had the necessary funds, thev were 


4 Henry Hauser, Germany's Commercial Grip on the World, p: 65. 
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neither willing nor fitted to become progressive entrepreneurs ; 
ner would they trust their funds to those who had the necessary 
qualities. Hence there was place for an agency which would 
secure the confidence of the public and use this confidence to 
direct their capital to sound channels in industrial investment. 
The existing financial organs were ill-adapted for that task. The 
banking system of the country consisted mainly of the small 
private banks, the note-issuing banks, the great bankers of the 
Rothschild type and some other banks of intermediate standing. 
Industry could not expect assistance from any of them. The 
- — _ private bankers advanced funds neither for a long period nor on 
a large scale. The resources of the note-issuing banks were 
unsuitable for long-term investments. The other great bankers 
of the Rothschild type stood aloof from struggling business con- 
cerns and were engaged in financing Governments. There was 
thus a serious gap in the financial system. The position and 
means of the existing credit agencies were not at all equal for 
the growing needs of commerce and industry. The German 
- credit banks stepped into this vacant place. 

‘he close relations between banks and industry were an 
‘outcome of the peculiar conditions of the country. The banks 
were obliged to concentrate their activities almost wholly upon 

ú industry. They could not exert any influence upon agriculture 
because of the Landschaften. They were shut out from small 
trading and commercial enterprises because of the rapid develop- 
ment of the co-operative societies. If they had in the beginning 
devoted themselves solely to deposit operations, they would not 

- have been able to carry on business. Germany in those days 
consisted of poor States where moneys on deposit had little 
scope for circulation. The banks, therefore, had to take upon 
themselves the task of financing the industries of the country. 
They were, so to speak, born as banks for industry. 


NOTE 


— 





The German Credit Banks since the end of World War IT: 


The Occupation Powers saw in the pre-war highly centralised bank- 
ing system of Germany an undue concentration of economic power 
"> 
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which, they believed, had favoured the prosecution of the War in a 
manner that would not have been possible for a decentralised system. 
Accordingly, the post-war reorganisation of the German banking system, 
as outlined in the Potsdam Agreement, envisaged the elimination of the 
ventral offices of the ‘‘ gross banken *' as well as of the excessive control 
which the banking system used to exercise over German industry. The 
first was * be achieved by the liquidation of the head offices of the 
ro Big,Six and the reorganisation of their branches on an independent 
basis; — the second by severing some’ of the close links between 
German banks and German industry by forbidding the banks to — 
members of stock exchanges and to buy or sell stocks and shares exogpir a 
as agents for their customers.’ T 

After the end of the War in 1945, the “ Berlin Big Three,” the ` 
Deutsche, the Dresdner and the Commerz-und-Privat, were closed and 
their branches decentralised on a Land basis. Out of the three big banks, 
80 ** successor '’ institutions were created, each of which had to Took after 
the eredit needs of its own district. 

This intervention of the Occupation Powers in the structure of 
German banking brought about far-reaching changes which were ~- 
neither in the interests of the country’s economy nor in those of the 
banking system itself. — 

One of the most serious consequences of the splitting up of the 
once interrelated network of branches was to be found in the fact that 
the volume of business in the smaller Läender was much too inadequate 
for the sound functioning of the banks. Another was the impossibility of 
achieving a necessary distribution of the credit risks, for a healthy ~ 
sllocation of credits among widely different branches of business was not 
feasible under the unbalanced economic structure of the individual 
Liéender.* 

In the special uncertain post-war situation, the German banks 
found it extremely difficult to obtain proper securities as a basis for their 
loans or reliable information from their important customers. As a result 
some of the time-honoured precepts of cautious finance had to be 
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relaxed and mistakes in credit policy inevitably occurred. Short-terro 
credite, for instance, were sometimes used for rehabilitation and expansion 
of works purposes." 

The need for a joint stock banking system covering the whole 
“country with a network of branches was urgently called for. The 
_atomised units had proved to be unpopular as well as inefficient. 
As a result of the reform of 1952, the German banking structure 
has tended to gravitate away from the pattern imposed by the cecyupation 
Powers and back towards the traditional pre-war model. The 30 successor 
institutions were reduced to 9, each of which was empowered to open 
branches throughout any one of the three banking areas—the South, the 
Rhineland and the North-West—into which Germany now came to be 
divided. Each of the “Big Three” went into liquidation and formally 
transferred its business to three ** successor * banks. This process had 
the effect of remedying the worst defect of the * deconcentration law * 
and restoring the traditional lines of the banking structure. The three 
banks within each group have since been working in close co-operation 
and in September, 1955, arranged to pool their profit and loss accounts 
in conformity with traditional grouping. There is even a suggestion in 
some quarters that the three former giants should be reincarnated not 
only in form but also in name. That would be a national consummation 
of a unity that has been practically effected.* 

But it should be observed that even then there would not be a 
hundred per cent. restoration of the old structure for the bankers have 
lest their assets and their business in the Soviet zone." 


3 Art. entitled ** Problems of German Banking `“ by B. W. Schmidt, Ibid. 

2 The Economist, November, 1955. 

* The Big Banks have indeed been given an nt ga age of reorganising them- 
selves. The successor institutions to the Dresdner and the Dentsche Banks merged - 
önce again. The Commerzbonk-Bankverein acquired a majority of shares in the Commerz. — 
Und-Discouto Bank and the Commerz- uni-Credit Bank through stock exchange ra- 
tions. In the case of the Denteche Bank, the @uddeulache Bank absorbed the Nandon 
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CHAPTER IM 
Britisny BANKS AND THRE FINANCING OF INDUSTRIES 


The intimate relationship between banks and industry which 
was found in the preceding chapter to be characteristic of the 
Continental banking system is unknown in England. The 
British banks consider that their proper function lies in the 
provision of current finance for industry. Short loans in the 
form of an overdraft or in the form of a separate loan account 
have been readily granted by them. But it has never been their 
policy to furnish the permanent funds required by industries for 
capital expenditure. They finance the purchase of raw materials 
and finished goods but they will not provide the funds for the 
purchase of plant and machinery. They are, as a rule, reluctant — 
to lock up their funds in loans to industrial companies against — 
debentures or real estate mortgages. Throughout their whole 
history it has been the considered practice of British bankers to 
preserve scrupulously their functions qua bankers and to shun 
active participation in industrial control and management. 

As the Committee on Finance and Industry have observed, 
British industry in the beginning of its growth had no reason 
to look forward to banking assistance. In those days, industry 
was carried on a comparatively small scale and on a family basis. 
Capital for industry was mainly furnished out of private resources 
and profits were employed to build and expand it. In so far as 
it required banking facilities it found them from the family banks 
which had their headquarters in the provinces where the new 
industries flourished. Besides there had existed in the country 
for many years a large class of investors with money to invest 
who were not entirely dependent upon banks for the selection 
of their investments but who exercised an independent judgment 
as to what to invest in.’ These made it unnecessary for English 
banks to embark upon industrial ventures like their German 
rivals. It may be recalled that in Germany and other countries 
of the Continent the only institutions in a position to satisfy the 
long-term financial needs of industry were the banks. But in 





iġtee on Finance and Industry, 1931, cmd, 3897, p. 162. 
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England the case was different. When the English joint stock 
banks developed in the middle of the last century, they were 
not the only financial bodies. A capital market had already been 
in existence and its machinery had been developed more and 
more in the course of the following years. Supplies from the 
_ English capital market had not to provide the fixed capital 
required for industry simply hecause there were ample opportuni- 
ties for obtaining it elsewhere. Thus the English banks came 
to be confined to performing the functions of pure deposit banks 
and left a good deal of other business performed ordinarily bv 
Continental banks to specialist institutions in the capital market. 
Deposit banking unlike Germany became segregated from 
investment banking. The industries in England are not only 
not dependent upon the banks but they look upon any interference 
from them as a disgrace and a sign of potential insolvency. [n 
Germany, on the other hand, a high degree of control was often 
exercised by the banks over the associated industries. Tn fact, 
this control was bound up with and largely a sequence of the 
assistance afforded by them. In England such interference and 
control by the banks would never have been tolerated. 

The very constitution of the English banks—the system 
under which they work—has kept them generally aloof from 
industrial financing. They are not at all adapted for that 
kind of business. The whole system is based upon de- 
posits repayable on demand or at short date. The dura- 
tion of English bank loans has, therefore. to be neces- 
sarily short. In Germany and indeed in the Continent the 
cheque system was not so developed as in England. The banks 
there were not faced like their English confréres with a large 
asnount of their deposits being repayable at a moment’s notice. 
The English banks, again, worked with a far smaller amount of 
share capital and reserves than the Continental banks. The 
paid up capital and reserves of the German hanks, for example, 
were 45% of their liabilities at one time; and on the same date 
the proportion in England was 9% and later even 7%." These 
were funds which were at their own disposal and not at all subject 
to calls by depositors. The Continental banks, having less 
deposits at call and working with larger resources of their own, 
were able to extend their trading and industrial ventures 


— 
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without serious risk to the depositors. With enormous liabilities 
at call and short notice, the watchward with the English banks 
has been safety and liquidity and as a rule they do not engage 
in any transactions involving a ‘ lock-up’ of their resources. 
They have to invest their funds, generally speaking, in first class 
bills having a maturity of not more than three months and in 
gilt-edged securities. They cannot justifiably and with safety tie 
up their resources in ventures which, however promising, are 
untried, untested and, therefore, speculative. There is another 
point which should also be noted as presenting a contrast to the 
German practice. The English banks consider investment 
banking so far outside their province that they will even repudiate 
responsibility for prospectuses under which their name appears. 
But in the case of Germany the general public invested mainly 
through their banks, and there was no chance of issues being 
successful unless backed by the name of one or other of the 
leading credit or private banks which also accepted responsibility 
for their issues.’ 


The Issue Houses and other Sections of the English Capital 
Market : . 


The issue houses or merchant bankers are an important 
section of the English capital market. But they are directly 
associated with British industries only to an insignificant extent. 
Their chief connections are with Foreign and Colonial Govern- 
ments and municipalities. They are more interested in govern- 
mental and quasi-governmental loans than in industrial flotations 
and in overseas rather than in internal issues.” So far as the 
provision of long-term capital at home is concerned, they prefer 
to deal with municipalities and fight shy of ordinary home 
industrial propositions: Many ventures with excellent prospects 
have been laid before them only to be rejected.” So far as they 
assist British industries at all, they confine their support only to 
the largest concerns, that is to those bodies which probably 
require their help in the least. But, as Prof. Clay has rightly 


t The Economist, 18th January, 1930. 

2 Of. Prof. H. Clay. “ Their experience and association make them on the whole 
more interested in new issues of capital for overseas clients rather than the diversion of 
tho, flow ‘te the industrial provinces of England "— Lect. IV, * Some Aspecta of the 
W Depression," Journal of the Institute of Bankers, February, 1932. 

3 F. Lavington, The English Capital Market. 
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observed, the great majority of the firms are small and medium 
sized concerns, so that, for the greater part of British industry, 
the services of the issue houses are not available. Besides, most 
of the issue houses are at the same time accepting houses. In 
the interests of their acceptance business, they have to keep 
their assets in a highly liquid form. It is never possible for them 
to ‘“‘nurse’’ an issue. They cannot afford to make an issue 
which will not go off but will be left in their hands; and, there- 
fore, whatever they take, is taken with the expectation of dispos- 
ing of it as quickly as possible.’ 

For all these reasons, it has been urged that the utility of 
the issue houses to British industry is not very great.* For a 
long time there has been a wide-spread feeling that if they were 
to give more attention to British home industries and the 
marketing of their securities, the latter would be highly benefited 
as an adequate supply of capital on reasonable terms would then 
be assured for them.” During the last depression when the 
financial needs of industry were all the greater, their scope, it 
was urged, was far more restricted. In consequence of rational- 
isation British industry also needed to obtain in the long-period 
capital market a considerable amount of capital. The issue 
houses, Prof. Gregory rightly observed, with their international 
obligations, could hardly be expected to satisfy the growing needs 
of British industry for this long-term capital.* But in the years 
after the last great depression, a new development may be 
observed in the policies of the merchant bankers. They had been 
fighting a defensive battle ever since the economic convulsions of 
the 1914 War and its aftermath shook the very foundations of 
the world in which they lived and thrived. When during the 
moratoria of 1931, the bulk of their foreign short-term credits 
became practically frozen, they inevitably turned to the domestic 
field to seek some compensation for the loss of their traditional 
business in the overseas markets and began ‘‘ to forge valuable 
financial links ° with industrial groups within the country.’ 
This ‘‘ rapprochement "' between merchant bankers and British 
home industries has been a very interesting phenomenon which is 


1 Henry Clay, © Some Aspects of the World Depression *— Lect. TV, Journal of 
the Inetitute of Bankers, February, 1932, p. 97. 

3 Parker Willis and Ð. H. Beckhart, Foreign Banking Systems, p. 1290. 

a FH. 8. Foxwell. Papers on Current Finance, pp. 129-29. 

4 Minutes of Evidence, Committee on Finance and Industry, Vol. IT, p. 293. 

5 The Economist, April 6, 1940, pp. 622-23. 





EN: 
AI —* f) 


BRITISH BANKS AND THE FINANCING OF INDUSTRIES 33 


full of promise for the future. But it should be noticed at the 
same time that this entry of the merchant banks into the sphere 
of industrial banking has not amounted to much in absolute 
terms. A study of the balance-sheets recently published by these 
banks does not indicate any appreciable increase of their activity 
in this direction. But the very fact that such participation has 
taken place at all is very important and promises a useful line 
of development along which they might seek salvation and escape 
from the difficult situation into which economic controls and 
decline of international trade have driven them.* By the very 
nature of their resources and the longer-term character of their 
deposits they are certainly more fitted than the joint stock banks 
to cultivate such Intimate relationships with industry. 

Besides the issue houses, the company promoters, invest- 
ment trusts, financial companies and insurance companies are 
important sections of the capital market which play an active 
part in industrial financing. But it must be frankly recognised 
that these finance houses and investment trust companies have 
neither the standing nor the resources which may enable them to 
approach near enough to the activities of the Continental banks 
in the sphere of industrial financing. They have no permanent 
interest in the welfare of their industrial customers. In this 
connection the ill-fated transaction of the Austin Friars Trust, 
the ‘‘ United Steel,’’ may very profitably be compared with the 
flotation of the ‘‘ Vereinigte Stahlwerks ° backed by all the 
leading banks in Germany.’ As regards the facilities offered by 
the company promoter they are a mere makeshift and highly 
inadequate. ‘‘ His methods of operation contain within them- 
selves strong tendencies to overvaluation and heavy marketing 
costs.’’ When a new company is floated by a promoter, he is 
primarily concerned with the ultimate success of the issue and 
not with the ultimate earning power of the venture. His interest 
is focussed on the price at which he buys from the vendors and 
at which he sells to the public.” 


Committee on Financial Facilities for Trade : 


Ever since the first Great War, a feeling had been growing in 
England that all was not well with her financial system—that 


1 The Economist, Banking Supplement, September 20, 1041, p. 5. 
2 The Economist, March 1, 1950, p. 460. 
a F. Lavington, The English Capital Market, p. 213, 
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there was a serious gap in it. The British banks, as they were 
constituted, could not furnish the means whereby industries could 
effect their necessary extensions and reorganisations, and there 
was hardly any institution which could provide these long-term 
financial facilities. 

The need of rehabilitating British industries after the Great 
War accentuated the feeling and an important Committee of the 
Board of Trade was appointed in 1916 with Lord Faringdon in 
the Chair to investigate the question of financial facilities for 
British industries and the part played by the British banks in 
iheir provision. The Committee observed in their Report (signed 
August 31, 1916) that the British banks afforded liberal accommo- 
dation to the home producer and the bankers were not shy in 
making advances on the strength of their customers’ known 
ability and integrity and the charges for accommodation were 
often lower than the corresponding charges in foreign countries.’ 
But they frankly recognised that British manufacturers might 
often be in need of finance of a kind which the joint stock banks 
with their peculiar liabilities could not prudently provide. 
Hence the Committee concluded, ‘‘ There is ample room for an 
institution which, while not interfering unduly with the 
ordinary business done by British joint stock banks, by Colonial 
banks, ete., would be able to assist British industries in a manner 
that is not possible under existing conditions °’ and they recom- 
mended the formation of a new bank to fill the gap. Such an 
institution, it was believed, would assist British industry and 
manufactures in a variety of ways. It would take a leading part 
in the inception of transactions and assist in connection with 
the machinery of overseas business; it would provide the neces- 
sary finances for extensions of existing plant and amalgamation 
or co-ordination of existing works so as to reduce cost of pro- 
duction : it would assist these works to obtain orders abroad and 
sive them reasonable financial facilities for executing these. 
But both in connection with enlargement of works and financing 
of contracts, assistance should be forthcoming when a ‘ lock-up ` 
of capital for an indefinite period was not involved. In the case 
of young men with some little means of their own, it would, 


1 Report of the Board of Trade Comniittes on Financial Facilities for Trade, 1916, 
emd. 8346, pare 3. 
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after careful examination of credentials, also grant larger and 
longer credits than had been customary with existing banks.’ 

A concrete scheme for the new institution was put forward 
by the Committee. It was to be called the British Trade Bank 
and to be constituted under Royal Charter. Its chief features, 
as outlined in para. 24 of the Report, were to be as follows :—- 


(1) It should have a capital of £10,000,000, the first issue 
being from £2,500,000 to £5,000,000, upon which in the first 
instance only a small amount should be paid up but which should 
all be called up within a reasonable time. A further issue should 
be made afterwards, if possible, at a premium. 


(2) It should not accept deposits at call or short notice. 


(3) It should only open current accounts for parties who 
were proposing to make use of the overseas facilities which it 
would afford. 

(4) It should have a foreign exchange department where 
special facilities might be afforded for dealing with bills in 
foreign currency. 

(5) It should open a credit department for the issue of 
credits to parties at home and abroad. 


(6) It should enter into banking agency arrangements with 
existing Colonial or British Foreign Banks, whenever they 
would be concluded upon reasonable terms. 


(7) It should be equipped with an up-to-date Information 
Department, which might properly be called a Bureau d'Etudes. 
It would not necessarily deal with schemes in which the institu- 
tion proposed to take financial interests but it might be made a 
centre for investigation of projects on behalf of others. ‘*‘ One 
of the chief objects of the Bureau would be the organisation and 
keeping up-to-date of returns as to the status of firms abroad."’ 
It should obtain the earliest information from abroad about new 
business openings, large contracts offering, State and other loan 
and issue proposals. It would also have to undertake the 
examination of industrial projects, availing itself in this connec- 
tion of the services of the eminent consulting engineers, consult- 
ing chemists, etc.’ 


1 Report of the Board of Trade Committee on Financial Facilities for Trade, 1914, 
“ 5, 8, 16 and 17. 
2 Jbid., para. 10. 
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__ (8) Tt should endeavour not to interfere in any business for 
which existing banks and banking houses provided facilities and 
it should try to promote working transactions on joint account 
with other banks and should invite other banks to submit to it 
new transactions, which, owing to length of time, magnitude or 
other reasons, they were not prepared to undertake alone. 

(9) Where desirable, it should co-operate with the mer- 
chant and manufacturer and possibly accept risks upon joint 
account. 

(10) It should become a centre for syndicate operations, 
availing itself of the special knowledge which it would possess 
through its Information Bureau. 

(11) It should receive Government recognition as much 4s 
possible without comine under Government control. 

If financial assistance were given by the Government to 
undertakings in connection with what were known as “‘ key ” 
industries, the business should, if possible, be done through the 
medium of the Institution, and it should be appointed an agent 
for carrying through foreign, commercial and financial transac- 
tions in which the Government might be interested.’ 

In the financial operations of the Institution the desirabil- 
ity of assisting British trade and of placing with British manu- 
facturers orders in connection with new undertakings was to be 
always borne in mind.’ 


The British Trade Corporation : 


The British Trade Corporation was the outeome of these 
recommendations of the Committee. It was established in 
April, 1917, with a Royal Charter with a capital of £2 millions, 
and an influential board of directors under the governorship of 
Lord Faringdon. According to its charter of incorporation, it 
was established for a term of 60 years for the purpose of carrying 
on the business of trading and banking in any part of the world. 

A considerable misapprehension seems to prevail about the 
functions which the British Trade Corporation was to perform 
in relation to British industries. It has been frequently viewed 
as the first institution to be formed in England with the object 


sn t of the Board of Trade Committee on Financial Facilities for Trade, 


ara, 18. 
2 Jhid., para. 22. 
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of providing long-term credits and technical advice to British 
industry through a body of experts, standing in almost the same 
relations to national industries as the German banks did in 
Germany. But such a view misunderstands not only the rela- 
tions of the German banks to industry but also the functions 
that the Institution was desired to perform in the industrial 
field. The German banks neither employed a staff of experts to 
examine business propositions nor did they generally furnish 
anything but financial advice to industries." In ordinary 
circumstances advice in technical matters was considered to be 
outside their sphere. A careful perusal of the Faringdon Com- 
mittee’s Report gives one the impression that the Corporation 
was designed with the primary object of stimulating the export 
trade of the country rather than the development of home indus- 
tries. The anxiety to forestall the enemy countries in any 
possible attempt to regain their lost position in the world of 
commerce and also to recapture from them, if possible, the 
overseas markets for the purpose of British trade, was mainly 
responsible for the formation of the Institution. As regards 
the provision of long-dated capital, it may be recalled that the 
Committee were desirous to avoid a ** lock-up ° of capital for an 
indefinite period even for the necessary enlargement of firms. 
The subsequent history of the Corporation also shows that it 
made it its concern to provide financial accommodation to 
merchants and traders to execute their contracts with foreign 
countries rather than to home industries to effect their exten- 
sions and reorganisations. At the first annual meeting held on 
3lst January, 1918, its Governor also expressed a genuine desire 
to assist the export trade of the country by providing financial 
assistance as far as the means of the Corporation would permit. 
The Corporation, he observed, would be particularly anxious to 
furnish the commercial community with information that might 
not be readily available from other sources; and it was further 
hoped that, when business would revive, it might be made the 
pivot upon which important syndicates for great industrial 
developments at home and abroad might revolve. Several of 
the jointstock banks carrying on business at home and abroad 
were among its shareholders and the Governor trusted that the 
echeme of co-operation which made the German banks so great 


1 See Discussions with Foreign Experte—Indian Central Banking Enquiry Com 
mittee, Vol. TV, pp. 147, 287. 


7 





38 INDUSTRIAL FINANCE IN INDIA 


& power in the past would be followed here also. But the ven 
ture did not fulfil expectations. From the information which 
is available, it does not appear that the Corporation rendered 
any substantial assistance to home industries. Its history was 
singularly unhappy and although it was supposed to have con- 
siderable prospects, it ended in a failure. It did not help 
British industry to any appreciable extent to tide over its 
difficulties.’ 

The Corporation failed to achieve its original objects. The 
purposes which were adhered to appear to be as follows * :— 

(1) Provision of overseas banking facilities where British 
institutions were not active : 

(2) Encouragement of the export trade directly by a closer 
union of banking and commerce than was common in England, 
as for example, by wedding a banking company to its trading 
affiliates : 

(3) Entry into trading fields formerly held by the enemy 
to secure the same for British manufacture. 


To achieve these purposes the following subsidiary com- 
panies were organised: (1) The Anglo-Brazilian Commerce and 
Agency Co., (2) The Portuguese Trade Corporation (1918), and 
(3) The Levant Company. But all these ventures proved to be 
unfortunate investments and the sums invested in them had to 
be written off.” The disordered state of European trade and 
finance that had followed in the wake of the War seriously 
interfered with its business. The subsequent post-war slump 
dealt it a heavy blow. Losses were considerable and its capital 
of £2,000,000 had to be reduced by one-half. The Corpora- 
tion was exceedingly unfortunate. As Dr. Robinson has 
observed, ‘* Its knuckles were rapped whenever its interests 
extended in overseas areas for the reason that the dramatic ups 
and downs of world business and the running sores of European 
politics could not be anticipated at the time when its — — 
programme was undertaken to meet an existing need.'““ 


t See Evidence of Mr. Beaumont Pease, Chairman of the Lloyds Bank.—Committee 
on Finance and Industry. Minutes of Evidence, Vol. I, p. 14. 

2 L. R. Rebinson, Foreign Credit Facilities n the United Kingdom, 1923, 

51-82. 

sige 3 The only successful venture appears to be the Trade Indemnity Company founded 
in March, 1918. Its stock was held for the most part by the Corporation and it subac- 
quently gm to be more important than the parent company. 

4 L. R. Robinson, op. ĉit., pp. 58-59. 
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Dr. Walter Leaf, writing a few years later, in 1926, re- 
marked with reference to the Corporation that after several 
years of experience it could hardly be claimed that the opera- 
tions of the Company had been so successful as to show that 
there was a real need of it... In the same year the British 
Trade Corporation and the Anglo-Austrian Bank were amal- 
gamated together into a new company under the name of the 
Anglo-International Bank. The new bank was registered with 
a nominal capital of £2,000,000; the paid-up capital was 
£1,960,000, of which 6,10,000 shares and 7,50,000 shares of 
£1 each were issued to the shareholders of the Anglo-Austrian 
Bank and the British Trade Corporation respectively.* But 
the new Bank could hardly be expected to fulfil the high aim 
with which the British Trade Corporation was incorporated, 
viz., *' the setting up of a new tradition in the financing of 
British trade and industry’’. That experiment definitely failed.’ 


Balfour Committee on Trade and Industry : 


The increased acuteness of international competition for 
overseas markets during the post-war years again brought to a 
head this question of long-term financial facilities for British 
industry. Some complaints were made before the Balfour 
Committee on Trade and Industry that adequate means for 
financing long-term credits were not available for British busi- 
ness. It was pointed out that in consequence of the practice of 
the Continental banks to ally themselves closely with industrial 
enterprise and to arrange long-period credits, British manu- 
facturers of certain classes of capital goods were sorely handi- 
capped owing to the absence of any means for financing long- 
term credits in respect of their export. Like the Financial 
Facilities Committee, the Balfour Committee concluded that 
though the trend of evidence was that there was no lack of loan- 
able capital available for the use of British industry at moderate 
rates of interest and on reasonable security, yet it appeared, 
from certain complaints made as to the inadequacy of long-term 
financial facilities that, there was a ‘‘ gap in the machinery 
available for the financing of industry,’’ and they recognised 


2 Walter Leaf, Banking, p. 163. 
2 The Bankere’ Magazine, 1926, p. 545, 
3 The Economist, September 4, 1026, p. 382, 
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that there was a great demand that this existing gap in the 
financial arrangements should be filled." 


Committee on Finance and Industry : 


Once again in the peak of the world crisis when England 
was passing through difficult years of industrial stagnation and 
acute unemployment, the old question of the provision of long- 
term financial facilities for British industry was revived, and 
along with it, the question of the adequacy of banking assistance 
to industry was also brought to the foreground. The charge was 
made against British banks that their policy of holding back 
advice and financial support was sorely impeding the rationalisa- 
tion and reorganisation of British industry. There was an 
undercurrent of feeling that the banking system was highly un- 
satisfactory in its industrial loans policy and the complaint was 
that it was not adequately ministering to the needs of industry. 
The British basic industries, viz., cotton, wool, coal, iron and 
steel, it was pointed out, were faced with serious difficulties as 
never before, and the question of a reorganisation or amendment 
of British banking practice as regards industrial financing was 
canvassed in many quarters. 

The feeling was so widespread that it engaged the atten- 
tion of the Government of the day. An important Committee 
‘was appointed in 1929 by the Chancellor of the Exchequer which 
was to investigate among other things the whole question of 
the relation between British banks and industry. The Com- 
mittee known as the Committee on Finance and Industry had 
the benefit of having the Rt. Hon'ble H. P. Macmillan as its 
Chairman and included in its personnel the eminent economists 
and business men of the day. 


British Banks and their Increasing Interest in Industry during 
1922-1930 


A vear later, in the course of a much-discussed speech to 
the Manchester Chamber of Commerce, Mr. J. H. Thomas, 
then the Lord Privy Seal, announced that the Government had 
arranged with the banks that help should be given to industries 
which were prepared for reorganisation and modernisation. 


1 Final Report of the Committee on TIndostry and Trade, 1929. pp. 47-49. 
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'" The City,” said he, ** is deeply interested in placing industry 
on 2 broad and sound basis and is ready to support any plans 
that in its opinion lead to this end. Industries which propose 
schemes conforming, in the opinion of those advising the City, 
to this requirement will receive the most sympathetic cou- 
sideration and the co-operation of the City in working out 
plans and finding the necessary finance.” It was, in effect, 
an open invitation on behalf of the City to business and 
industry to come forward with real schemes of reorganisation 
and an intimation that the whole forces of British finance 
were for the first time prepared to stand behind industry in a 
forward move. The statement made by the Lord Privy Seal 
was of great significance, inasmuch as he said it was made 
with the authority and knowledge of the City. For, did it not 
indicate that the British bankers were thinking of making a 
departure from the traditions of British banking practice in 
their contemplation to provide relatively long credits to indus- 
tries? Indeed even before the historic pronouncement of 
Mr. Thomas was made, the banks of England during the preceding 
ten difficult years had not been entirely indifferent to the interests 
of industry. In several cases they had large commitments in 
a number of industrial concerns. As a matter of fact, they had 
not maintained the same attitude of aloofness from industries 
in the post-war as in the pre-war days, and had considerably 
relaxed the conservative codes of commercial banking practice 
to which they were wedded. As Mr. Joseph Sykes has re- 
marked, ‘‘ The sharply crystallised English pre-war practice ol 
making only short-term loans has perforce been modified by the 
exigencies of the specific incidence of post-war depression on 
certain industries.” In the case of many industries, especially 
cotton, wool, iron, shipbuilding and engineering the banks 
found. after the collapse of 1920-21, that many of the loans 
which they had granted on the basis of early repayment were 
‘* frozen `' for a comparatively long period. The banks were 
compelled to make further advances in order to safeguard the 
loans they had made previously. In an important paper read 
before the Royal Statistical Society, Mr. H. W. Macrosty also 
pointed out how this departure from the normal practice of 
only short-period lending on the part of the banks was the out- 


% Mr. Thomas's Manchester speech, 10th January, 1930. 
2 Joseph Sykes, The Present Position of English Jointatock Banking, p. 144. 
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=e of post-war conditions. After the collapse of trade and 
during at least the greater part of the depression, there was no 
restriction of credit by the banks either in the United Kingdom 
or in the United States. When prices began to fall, the banks 
found it necessary to ‘ carry their debtors * in order to prevent 
an even more hideous collapse than what had happened.’ As 
Mr. 8. E. Thomas has observed in a recent work, “ The British 


—— — for some years responded liberally to the de- 
mands made upon them and afforded an unprecedented degree 
of financial assistance to industry............... vast sums were 


advanced by the banks in the hope that the help so given would 
enable concerns in which they were interested to keep going 
until an improvement took place in the general economic posi- 
tion of the country.................. Indeed they had no choice in the 
matter.""* Many instances may be given where the banks 
had not at all been unsympathetic to the ills of industry or un- 
responsive to its needs. They had not only made extended 
loans to the suffering industries, loans in many cases with no 
certainty of eventual repayment, but in some cases they had 
been obliged to take in hand the financial reconstruction of 
enterprises and make considerable monetary sacrifices by re- 
ducing their full claims. Indeed as Sir Arthur Salter has 
pointed out, ‘“ In Great Britain where the principle of avoid- 
ing long-term investments has been most insisted upon, the 
grant of renewable short-term credits to industries which have 
used them for more than genuine working capital purposes and 
could not repay them has at once frozen a substantial part of 
the nominally liquid assets of the banks and given them against 
their will the legal power of control over a large part of 
industry.” In many cases the reconstruction and rationalisa- 
tion schemes in connection with certain industries were made 
possible by the action of the jointstock banks. There was a 
definite effort on their part to overcome the difficulties which 
faced industries suffering from prolonged depression in obtain- 
ing additional capital for carrying through reorganisation 
echemes.* Mr. Holland Martin in the course of his Presidential 


Quoted by The Economist, December 25, 1926, p. 1117, 

8. E. Thomas, British Banka and the Finance of Industry, p. 141. 

A. Salter, Recovery, p- 96.— ) 
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Address before the Institute of Bankers in 1931 gave elo- 
quent testimony to the important part played by some 
British banks in the recent reorganisation of industry and 
referred to it as ‘‘ nursing back to health ™ a number of ailing 
concerns. 

As regards the cotton industry, it was pointed out by Mr. 
S. S. Hammersley in the course of a speech before the House 
of Commons in December, 1927, that there were 200 cotton 
mills in the hands of the banks. They had lent something like 
£15 millions to these concerns and a large portion of this 
money was unsecured. In the course of a paper read before 
the Royal Statistical Society, Prof. Daniels and Mr. Jewkes 
also pointed out that the banks played an important part in 
financing a large proportion of the refloated companies in the 
Lancashire cotton industry. The reflotation of 129 companies 
was largely financed by overdrafts and loans.” 

The coal, iron and steel industries were not neglected and 
in some reorganisation schemes the banks took a leading part. 
The fusions between Dorman Long and Boleckow Vaughan and 
between Guest Keen and Nettleford and Baldwins were due to 
the action of the jointstock banks. The formation of the Steel 
Industries of Great Britain, Ltd., and of the English Steel 
Corporation also would not have been possible without their 
help.’ A perusal of the annual speeches of the bank chairmen 
during the period under review will also bring out the fact that 
the financial stake of British banks in industries was not small. 
In the course of one such speech the Chairman of the Lloyds 
Bank stated that his bank granted new loans to the amount of 
£44 millions to 32 different industries between June, 1924 and 
Tune, 1925.‘ The analysis which Mr. McKenna gave of the 
Midland Bank's percentage distribution of advances in 1928 


i 1 Speech of Mr. &. S. Hammersley, 19th December, 1927—Parliamentary 
Debates, Vol. 12, pp. 87-89. 

2 "The Post-War Depression in the Lancashire Cotton Todustry ‘"—Journal of 
the Royal Statistical Society, Vol. XCI, 1928, pp. 176-79. 


January, 1921 R 
Loans = — 1146.700 
Bank overdrafts rs =.» 6,818,500 
Debentures tou s.. 1,200,600 

93,570,800 


> 8. E. Thomas, British Banks and the Finance of Industry, p. 143. 
> Speech of the Chairman at the Annual Meeting, 1926. 
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indicated the amount of assistance rendered by the bank to 
industry. 69% of its advances went to trade and industry 
while 163% only went to insurance, finance and stock ex- 
change.’ The leading bankers of the country in the course of 
their evidence before the Macmillan Committee also pointed 
out the large extent to which they had extended their assistance 
to British industry; and that in many cases such assistance 
was not of the character of temporary accommodation. Mr. F. 
C. Goodenough, Chairman of the Barclays Bank, admitted that 
many of the loans to the cotton industry were not liquid.’ 
The power of the bank, he observed, had been strained in help- 
ing industries. Mr. Frederick Hyde, Managing Director of the 
Midland Bank, stated that the loans to the cotton industry con- 
tinued much longer than they were intended when they had 
first started. The same thing happened with the shipbuilding 
and steel industries, though on a much smaller scale.” Mr. J. 
W. Beaumont Pease, Chairman of the Lloyds Bank, remarked 
that the bank had some loans tied up in the heavy industries 
at the time. In shipping and shipbuilding the percentage 
of the bank’s total advances was 2.49%. In the iron and 
steel industry also there was a small proportion of frozen loans. 
The bank assisted in a number of reorganisation schemes for 
industry and as a result had to do many things which according 
to banking principles it would never have done de novo. 
In some cases it even became an actual shareholder. In 
one instance the bank agreed to accept, in place of its debt which 
was covered by the debentures, half in income-debenture stock 
and half in preference shares. The large holding of preference 
shares turned the bank into a shareholder in the concern to that 
extent.“ 

Not to speak of the jointstock banks, even the Bank of 
England grew alive to the needs of the sorely stricken 
British industries. As Sir Ernest Musgrave Harvey, the Deputy 
Governor of the Bank, observed in the course of his evidence 
before the Macmillan Committee, ‘‘ For a long time past the 
Bank has been trying to discharge its part, as a special opera- 
tion in these difficult times, to assist industry." Various 


Speech of Mr. McKenna at the Annual Meeting, 1929. 
Minutes of Evidence, Committee on Finance and Industry, Vol. I, p. 39. 
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industries approached the Bank through different channels and 
in many instances she freely gave the aid and advice which were 
sought from her. Indeed the association of the country’s 
Central Bank with certain schemes of industrial reorganisation 
was unprecedented in the banking history of England and was 
assuredly an extension of her functions which requires careful 
consideration. The Lancashire Cotton Corporation, an ambi- 
tious scheme for bringing about reorganisation in the American 
section of the Lancashire cotton industry, was the outcome of 
the initiative of the Governor of the Bank of England and had 
the direct financial support of the Bank. The part played by 
the Bank of England in particular and by the banks in general 
who were the largest creditors in bringing the scheme within 
the realms of practicability was very important. In fact the 
preliminary investigations could not have been brought to a 
euccessful completion without the advice and help afforded by 
the Central Bank." Coming to individual concerns, the Bank 
rendered unselfish assistance to the armament firm of Arm- 
strong & Co., Ltd., and the steel firm of William Beardmore 
& Co., Ltd., in their reorganisation schemes.* The Bank of 
England had its own technical advisers, there were representa- 
tives of the companies, there were representatives of the banks 
interested, and a scheme was devised as the result of discussions 
among all these. 


The Securities Management Trust (1929): 


Towards the close of 1929, the Bank of England formed a 
subsidiary company, called the Securities Management Trust, 
the entire capital in which was held by the Bank. The prin- 
cipal object of the Trust was to assist the process of rationalisa- 
tion and reconstruction in industry. As Sir Ernest Harvey 
stated in the course of his evidence before the Macmillan Com- 
mittee, ‘‘ The objects of the Securities Management ‘Trust are 
to advise industries, to examine schemes for rationalisation, 
reorganisation, etc., to advise where schemes may be unsound 
if we do think so, to the extent to which it is legitimate for us 
to do so, to provide in some cases some of the initial money, to 


t The Statist, February 2, 1929, p. 176. 
® Evidence of Sir E. M. Harvey, K.B.E.. Deputy Governor of the Bank of 
England, before the Macmillan Cammittee.—Minutes of Evidenar, Vol. T, pp. 52-53. 
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ensure that schemes are of such a nature as to justify appeals 
for financial assistance in other quarters ''—the intention 
always being to get these industries in a position in which they 
could appeal to investment credit. The distressed industries 
seeking help must first put their own house in order. The 
Company would not provide its own money or ask the investing 
public to do so in order *' to bolster up any industry which 
in the absence of adequate reorganisation is in itself obsolete 
and inefficient or uneconomical and which has no chance of 
meeting on a proper competitive basis the competition of new 
and reorganized industries in foreign countries.” The Board 
of Directors consisted of business experts so that it might have 
the very best guidance with regard to industrial conditions and 
when occasion arose, might have the proper machinery for 
examining the merits of particular schemes of industrial 
rationalisation requiring special financial support. The direction 
of the Trust's economic research was undertaken by Prof. 
Henry Clay. Sir Charles Bruce Gardner, who had a long 
experience of iron, steel and kindred industries, was appointed 
Managing Director.” When schemes were brought before the 
Company, they were at first examined by the directors who 
were the experts. They were then put up before the full direc- 
torate including the Governor and other representatives of the 
Court of the Bank. Thus it was made sure that the schemes 
were financially sound and their capital position was not saddled 
with prior charges. It was only then that the Court might 
find for them moderate amounts of initial cash. The sympathy 
and support of various financial circles were also enlisted in this 
connection. Tt was never intended that the Bank would con- 
tinue to exercise its parental control and guidance over the 
industry permanently. As soon as the industry was put on its 
feet and could feel assured that it could fairly appeal to the 
investing public, the Bank would withdraw and secure the 
release of its money so that the same might be made available, 
if necessary, for the help of other industries. The industry, 
on the other hand, free from the Bank's supervision, would go 
hack to its ordinary management and seek its finance from the 
ordinary sources. The idea behind the whole scheme was ‘* to 


% Minutes of Evidence, Coramittes on Finance and Industry, Vol. T, p. 52. 
2 The Bankers’ Magazine, 1990, p- 720. . 
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bridge the gap when the investing public would not take up an 
industry which was in a distressed condition.” 

The 8. M. T. served a useful purpose and became an 
intelligence department. It played a leading part in imple- 
menting and financing two important industrial rationalisation 
schemes, viz., the Lancashire Steel Trust and the Wigan Coal 
Corporation. In the case of the former it took over the whole 
of the £500,000 ‘ B * ordinary shares. | 


The Bankers Industrial Development Company (1930) : 


The establishment of the 5. M. T. was followed, in April, 
1930, by the creation of the Bankers Industrial Development 
Company with the Governor of the Bank of England as 
Chairman. It was a private company having a nominal capital 
of £6,000,000 divided into two classes of shares, 45 ‘A’ and 
15 ‘B?’ shares of £100,000 each. £4,500,000 were sub- 
scribed by practically all the leading deposit banks and 
merchant bankers and finance houses and £1,500,000 by ihe 
Bank of England. The capital could not be called up to the 
extent of more than 25% except in the event of liquidation and 
the whole of the £1,500,000 subscribed by the Bank of England 
had to be paid up before the rest of the subscribers could be 
called upon to pay anything in excess of that 25%". The 
general objects of the B. I. D. may be described as having to 
investigate and advise on all manner of financial, economic and 
industrial questions, to aid in the formation and carrying into 
effect of schemes and arrangements relating to the financing, 
development, co-operation. amalgamation, reconstruction or re- 
organisation of firms, companies and businesses of all kinds.* 
In practice its main function was to encourage schemes for the 
rationalisation of British basic industries when brought forward 
from within the industry. The B. T. D. used to subject every 
scheme for rationalisation it received to a thorough and careful 
investigation from all points of view. It proceeded very 


t Evidence of Sir Guy Granet.—Committee on Finance and Industry, Minutes of 
‘Evidence. Vol. TI, p. 288. The board of directors of the B. I. D. consisted of (a) Baron 
Schroder of Schroders, (b) Mr. Peacock of Barings, (c) Mr. Wagg of H. Wage & Co., 
(d) Sir Charles Bruce Gardner, (e) Sir Guy Granet 

2 Letter to the writer from Sir Charles Bruce Gardner, a director of the P. I. D., 
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cautiously, always taking account of the fact that money found 
for rationalisation in one place might have injurious repurcus- 
sions somewhere else. It frequently invited, as it did in the 
case of the steel industry, representatives of the trade in which 
the reorganisation was to take place, from the various districts, 
to participate in discussions with a view to clearing away diffi- 
culties and evolving useful lines on which the rationalisation 
should occur. When after a minute investigation the position 
and possibilities of the proposition had been carefully assessed, 
and it was found to deserve the support of the B. I. D., it then 
tried to construct a security which it could offer to the public 
with its backing. In the case of such as approved scheme, 
however, it would not provide the necessary finances itself. It 
was not constituted as an Industrial Bank with immense 
resources of its own for investment in approved industrial con- 
cerns. The promotion of rationalisation schemes or their direct 
financing was not its business. Tt made arrangements for the 
provision of the necessary finances through the existing 
agencies, obtaining all the new capital for industrial reorganisa- 
tion through the ordinary investment channels.’ Its functions 
were essentially those of an intermediary between industry and 
the capital market. Here again it was never intended that the 
B. I. D. should find the money recklessly or take the risk 
wholly, leaving the company without any responsibility at all. 
As regards the staff of experts necessary to examine the schemes 
of rationalisation that might be submitted to it, it entirely 
depended on the number and variety of the schemes considered 
and arrangements were made by the Bank as it thought neces- 
eary from time to time. Although financial guarantee was not 
contemplated by the B. I. D., it was apparent from the tenor 
of Sir Guy Granet’s evidence before the Committee on Finance 
and Industry that it was not entirely precluded.’ 

The B. I. D. necessarily dealt with big propositions. They 
had got to be schemes of rationalisation and even these would 
under the Charter relate to basic industries. Here again the 
initiative was never taken by it but came from the industry 
itself. “It would be a dreadful thing,”’ said Sir Guy, “ if 
industry thought that here was a body of bankers and economists 


1 The Economist, April 19, 1080, p. 875. : 
2 Evidence of Sir Guy Granet.—Committese on Finance and Induatry, Vol, TI 
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who were going to tell industry how they ought to be organised.”’ 
Although in strict theory, it could not do anything except receive 
a scheme which was submitted to it, as a matter of fact, it had 
to do a good deal of work by conversation and intercourse. 
Nothing was to be suggested initially by the B. I. D. but things 
were frequently discussed before they came up to it in the form 
of a scheme. 

The B. I. D. was a unique body representative not only of 
every important bank and issuing house in the country but 
even of the Bank of England. It has been truly characterized 
as a national consortium of British bankers, ‘‘ a partnership 
between the Bank of England and the leading Houses of the 
City formed to make available for British industry the amplest 
resources of the nation.’"' It was formed at the first instance 
for 5 years and its existence was extended in 1935 for further 
tive years, namely, until March 31, 1940.° It made a good 
start and appeared to be destined to play an important rôle in 
the reorganisation of British industry. A number of capital 
issues were made under its aegis. As examples of various 
echemes for which the B. I. D. assisted in providing finance 
either by a public issue or by private arrangement, the follow- 
ing may be mentioned © :—- 


i. The Lancashire Cotton Corporation ... ... £2,000,000 
2. National Shipbuilders’ Security — ... £1,000,000 
3. Stewarts and Lloyds, Ltd. (Corby scheme) ... £3,300,000 
4. Guest Keen Baldwins, Ltd. (Cardiff scheme) ... £2,032,000 
5. Partington Iron and Steel, Wigan Coal and 

Iron, Messrs. Pearson and owles, and 

Messrs. Ryland Brothers — ... £1,750,000 
6. Dorman Long & Co., Ltd., the South Durham 

Steel and Iron & Co., Ltd., and the Car 

Fleet Iron Co., Ltd., merger... ... £2,500,000 
7. The Spindles Board “He — 42000, 000 
8. The New Jarrow Steel Co., Ltd. ... ... £1,000,000 
9. John Summers & Sons, Ltd. = ... £4,288,185 


From the very beginning the B. I. D. was never intended 
tc be a permanent feature of the British banking structure. 


It has always been regarded as an “* emergency stop-gap ` and, 
during its entire career from 1930 to 1940, it did not deviate 


1 §. E. Thomas, British Banks and the PYnance of Industry, p. 150. 
8 Letter to the writer from the Secrotary, Bankers Industrial Development Com. 
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from that concept. On the outbreak of the War in 1939, the 
abnormal conditions created by it led to a cessation of its activities 
and it laid down office in February, 1940. As a token of its laying 
down of office, its nominal capital was reduced from £6,000,000 
to £6,000 and all but £1,950 of the paid-up capital was repaid. 
But a skeleton of its organisation was kept up in the expectation 
that the services of some such institution might be urgently re- 
quired to help in the solution of the problems of post-war indus- 
trial readjustment and reconstruction." 

It must, however, be pointed out that the B. IT. D. had to 
work under certain limitations. Its scope was rather restricted. 
It adopted as one of its guiding principles that a scheme must 
relate to an industry or a complete section of it and not an 
individual enterprise. But a large portion of the industrial 
undertakings of the country is comprised of business of 
moderate size which are in need of capital re-equipment and 
general overhauling. They are not sufficiently known to make 
a direct appeal to the market with prospects of suecess. The 
B. I. D. was not of any help to them.” Again, the Institution 
was not in a position to perform one of the main functions of 
an ordinary issuing house, viz., to support its issues in the 
market after their appearance. It was more akin to a bank 
than an issuing house, able to give guarantees, to spread its risks 
und to support its offspring. In this connection the fate of the 
debentures issued by the Lancashire Cotton Corporation may be 
recalled. They were at first quoted ata heavy discount. 
Besides, prosperous industries were neither entitled nor were they 
willing to apply for help to the B. I. D. which entertained appli- 
cations for assistance solely from distressed industries as a whole 
—applications, it should be remembered, made on the initiative 
of such industries." 

As-early as 1930, Mr. 5. 5. Hammersley, M. P., charged 
ihe B. I. D. with pursuing a policy of reconstructing industry 
through the weakest units, a policy which would lead to what 
he called aggregation of financial ** lame ducks.’"* But it will 
not be quite correct to say that the B. T. D. failed to fulfil the 
purpose for which it was created. In a large measure it 


1 The Economist, Banking Supplement, September 20, 1941, p. 5. 
3 The Banker, April, 1931, p. 12. 

3 The Banker, July, 1931, p. 10. 
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achieved a part of its object and may generally be said to have 


justified its existence. Sir Guy Granet assured the Macmillan 
Committee that it had done a great deal of good and really useful 
work. The advantage of the B. I. D. appears to consist in the 
fact that it had to assume risks which an ordinary issuing house 
could not afford to do. A private issuing house will not issue a 
debenture on a new prospect. But the B.I.D. had to issue or 
find money for something which was based to a certain extent 
on estimates of what was going to happen in the future. Tt had 
to issue securities which, although in its opinion quite good and 
beneficial to industry, were such as a private issuing house could 
not afford to issue. But the public had this assurance that 
though the risks were of a character which an ordinary issue 
house would not put on the market, yet the scheme was one 
which bore the imprimatur, the hall mark of approval of a 
responsible body and put forward on their responsibility, if not 
on their guarantee." Complaints have been made in some 
quarters that since its inception the Company did comparatively 
little and made only a very few issues.” But it is apt to be 
forgotten that it had got to proceed very cautiously. It had to 
conduct elaborate investigations into the details of the schemes 
presented to it for examination, the primary consideration always 
being to find out whether the grouping was going to effect sub- 
stantial economies in production. All this must take a good 
deal of time to investigate and check properly. It had not a 
whole group of experts who could be employed to examine three 
or four schemes simultaneously. Sir Guy rightly observed, ** I 
do not think we can go ahead and produce a scheme a week. 
The more one goes into it, the more one finds that it is really 
necessary to act slowly."’ As regards the charge that the scope 
of the B. I. D. was limited to very large schemes of rationalisa- 
tion relating solely to basic industries, we had the assurance 
from Sir Guy that in case of a scheme being considered to be 
beneficial to industry, he would not care whether it was a basic 
industry or not. The influence of the B. I. D. in the industrial 
field must not, however, be placed too high. The authorities 
of the Company did not themselves claim that it would act as a 
panacea for all the industrial ills of the country. 


1 Evidence of Sir Goy Granct, Committee on Finance and Industry, Minutes of 
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From the preceding discussion, it is abundantly clear 
that in the inter-war period the British jointstock banks and 
even the Bank of England associated themselves with industries 
'n a manner they had done never before. Their attitude to- 
wards industry appears to have been considerably modified 
during the period. The frequent charges levelled against them 
that their attitude to industry was ‘‘unduly rigid, unsympathetic 
and detached `° could no longer be strictly maintained. During 
the decade 1920-30, we have seen above, the commitments 
of the British banks in national industries were not small. 
Bank chairmen, in their annual speeches of 1929 and 1930, 
pointed out that the financial help rendered by the banks in 
connection with rationalisation schemes had brought them near 
to ‘* saturation point `° and that they could not wisely extend 
their commitments further in that direction.’ Indeed the banks 
entered the industrial field in such a manner that they were 
accused of deviating from the recognised canons of commercial 
banking. In some quarters a feeling was even evident that if the 
hankers were to be criticised for their attitude towards industry 
during this decade it would be for their too great a readiness to 
stand by industry in the matter of banking facilities.“ Mr. 
C. T. A. Saad, Asst. General Manager of the Midland Bank, 
maintained in a recent speech in defence of banking in relation 
to industry that banks erred on the side of giving too much 
credit rather than too little.” 

This trend in British banking practice must not, however, 
be interpreted as a deliberate departure from the pre-war tradi- 
tions of English deposit banking. It will be misleading to say, 
as is often contended,* that the British banks were approximat- 
ing in ahy way to the pre-war German banks just as the post- 
war German banks were becoming akin to the English deposit 
banks as they stood before the War of 1914. 

The orthodoxy of British banking remained unshaken and 
unbroken. ‘There is ‘ample evidence to indicate that the bank 
chairmen considered sucb extension of British banking activity 


as an infringement of the pure theory of banking and would 


1 Of, the Presidential Address of the Hon'ble Rupert Becket of Manchester nnd 
District Ban i 1930. 
strict Banker's Institute on 10th January, 
2 The Bankers’ Magazina, February, 1930, p. 166. 
2 Quoted in the Bankers’ Magazine, July, 1934, p. 50. | 
a See Parker Willis & B. H. Beckhart, Foreign Banking Systems, p. 43. 
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not under any circumstances approve of it even though it were 
advantageous for industry. While they repudiated the sugges- 
tion that banking assistance to industry was insufficient, they 
emphatically pointed out that it was not the function of banks 
to find the permanent funds required for capital expenditure. 
A perusal of the annual speeches of the Chairmen of the Big Five 
during the period under review shows that they were still cling- 
ing to the traditional views of British banks being essentially 
receivers of short-term deposits and makers of short-term loans. 
Mr. Beaumont Pease of the Lloyds Bank, Mr. Goodenough of 
the Barclays and Sir Harry Goschen of the National Provincial 
specially emphasized in their addresses that the functions of the 
English jointstock banks had always been to provide money for 
the current needs of industry and they viewed with alarm any 
change in their policy which would lock up their resources in 
machinery, bricks and mortar. They stressed the point that 
the banks had neither the necessary detailed knowledge of the 
conditions of an industry as a whole nor were they sufficiently 
acquainted with the technicalities and hence they could never be 
advised to embark on a policy of industrial financing. The 
main tenor of the evidence of the prominent bankers before the 
Committee on Finance and Industry was also to the same effect. 
Mr. Goodenough thought it extremely undesirable that British 
banks should act in the manner of German banks and issue long- 
term loans for British industry. ‘' It would militate against 
the liquidity of the banks. Mr. Beaumont Pease regarded 
the recent extension of the activities of the British banks 
as definitely a departure from the pure theory of banking which 
was forced upon them by the exigencies of the moment, and he 
believed that developments of that kind would be wholly inappro- 
priate for banking institutions.” Not only the chairmen of the 
jointstock banks but the Governor of the Bank of England also 
considered that the cultivation of any relations with industry on 
the lines of the German banks or of the American security affi- 
liates was wholly unsuited to British tradition, mentality and 
capacity.” The British bankers are always averse to the granting 


tı Committee on Finance and Industry, Minutes of Evidence, Vol. T. p. 39. 
2 Seo Mr. Pease's replies to the Chairman's questions.—Committer on Finance 
end Industry, Minutes of Evidence, Vol I, p 152. 
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of credits for a period longer than a year, for such would be 
of the nature of permanent capital. It must also be noted in 
this connection that whenever the banks were obliged to lend for 
comparatively long periods to industry, they made it clear that 
either such loans were not considerable or that they were forced 
by circumstances to make them absolutely against their will. 
Thus there is not the shadow of evidence to prove that the 
bankers were in any way inclined to modify their traditional 
views as to the functions of British banks and reconsider their 
position with regard to industry. The function of safeguarding 
the depositors’ money by scrupulously keeping the assets in a 
liquid form was and still is the first consideration with British 
banks." Mr. Thomas had declared in his Manchester speech 
that the banks were in agreement with him as regards long-term 
financial assistance of industries. But there does not appear to 
be any indication that they were equipping themselves for that 
task. In order to do that, without immobilising the funds held 
by them as deposits, substantial increases in their capital were 
necessary. But there was no sign as yet that the banks were 
considering a move in that direction. The fact that British 
banks remained invulnerable in the crisis of 1931 while banks 
in very few countries were able to escape unscathed from its 
effects has amply justified the position taken up by the 
British bankers. The history of foreign banking was most un- 
happy during the years of the crisis. Misfortunes overtook a 
great many of them while not a tremor shook the British banks, 
not a whisper of attack was made against them. 

The relations of the Bank of England with the S. M. T. 
and the B. I. D. must be carefully considered in this connec- 
tion. The association of the country’s Central Bank with 
industry through these subsidiaries has given rise to a good deal 
of discussion. It has been urged that it should never be the 
function of a Central Bank to associate itself with industry in 
any manner. But the relations have really been misunder- 
stood. The authorities of the Bank made it clear to the Mac- 
millan Committee that ordinarily it was never the duty of 


» Of. * Our deposits are repayable on demand at short notice, our advances mum 
be arranged on the same conditions. In making an advance we muat be reasonably con- 
fident that the transaction will be self-liqnidating in a comparatively short period or 
alternatively that the amount advanced will be forthcoming with reasonable promoti. 
tude in the event of a demand for repayment being made. (Speech of Mr, W. Tuke. 
Chairman of the Barclays Pank, January, 1936.) 
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Central Banks to finance industry directly. But desperate 
diseases, as Sir Ernest Harvey, the Deputy Governor of the 
Bank, aptly remarked, required drastic remedies." As regards 
the S. M. T., the Bank of England, owing to the abnormal 
conditions, came to be possessed of certain securities for parti- 
cular purposes. This business was not a part of the Central 
Bank's normal duty and hence the S. M. T. was formed to take 
it over and conduct it in another building. The B. I. D. also, 
as Mr. Montagu Norman, the Governor himself, put it, was an 
abnormal effort for an abnormal occasion—a step of an unusual 
character prompted for the general welfare of the country with 
a desire to give a helping hand, and absolutely unnecessary in 
normal times. The initiative was taken by the Bank as there 
was nobody else to take it and as a matter of fact the B. I. D. 
was not associated with the Bank in any real degree.’ 

But the Bank of England, though the most outstanding 
example of a Central Bank associating closely with industry, is 
not the only instance of its kind which may be observed in the 
post-depression period. Indeed one of the most striking develop- 
ments in central banking during the period was the authorisa- 
tion of central banks to grant industrial credit. The shortage 
of industrial capital in the years after the first World War had 
led central banks to undertake many functions which were 
markedly divergent from the traditional principles of central 
banking. They had to conceive it as a part of their duty to the 
community to preserve business from the consequences of its 
own errors and even to make direct. loans to industry in the 
event of need. In the years after the depression this tendency 
for central banks to furnish industrial credit was particularly 
striking. Indeed in some countries the statutes of central 
banks were amended to enable them to make direct loans to 
industry. The Federal Reserve Bank Act of June 19, 1934, is 
perhaps the most important piece of legislation in this respect. 
The Reserve Bank of New Zealand was empowered by the 
Amending Act of April 8, 1936, to grant accommodation by way 
of overdraft to the Government and to official organisations to 
finance the purchase and marketing of New Zealand produce. In 


; 


t Evidenco of Sir Ernest Musgrave Harvey. K.B.E.—Committee on Finance 
and Industry, Minutes of Evidence, Vol. I, p. 52. 
2 Minutes of Evidence, Committee on Finance and Industry, Vol. IT, pp. 294-95 
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March, 1938, a bill was introduced authorising the Reserve Bank 
to finance an ambitious scheme of Government steel production.’ 
A more recent innovation is the Jndustrial Finance Department 
created by the Commonwealth Bank of Australia to provide 
finance for establishing and developing industrial undertakings.* 

The bankers have not only been reluctant to relax their 
conservative codes of banking practice in regard to industry but 
have also believed that there is no gap in the financial system. 
The banking view is that industries generally do not find any 
difficulty in getting their money even for long-period purposes. 
Sound business propositions are seldom unable to obtain the 
assistance they require or desire. There is no need for provid- 
ing a special mechanism for long-period industrial issues, The 
mechanism is already there and functions well—was the em- 
phatic declaration of Sir Guy Granet before the Macmillan Com- 
mittee. Mr. Montagu Norman also believed that industry 
depended on the issue house only for a fraction of its require- 
ment. The mass of money in industry was really found 
through the brokers whose capacity for finding money was verv 
big indeed. Existing agencies in the opinions of both of them 
were quite sufficient for normal times. Sir W. H. Goschen, 
Chairman of the National Provincial, also observed before the 
Macmillan Committee that the existing facilities for long-period 
loans for British industries were not inadequate and even in the 
case of the smaller industries, if these were good propositions, 
opportunities for getting flotation facilities were not lacking. 
He believed that there were institutions in London which were 
prepared to lend to small industries. He did not agree that 
industry had ever been unjustifiably refused money that was 
necessary.” 

But the industrial point of view is that though the banks’ 
services have been reasonably satisfactory to industry according 
to their constitution and the conditions under which they 
operate, they are insufficient. There has been for some time 
past a widespread feeling that it is necessary to call into being 
an additional specialised institution to assist industry with its 
requirements of finance of a character which the ordinary banks 


' See the present writer's Article in the Calcutta Review. May-June, 1940 (‘* Recent 
Developments in Central Banking ""), also * Money and Banking “' (League of Nations), 
1937-88, Vol. II, p. 20. The Bankers’ Magazine, April, 1938, p. 621. 

2 The Statist, International Banking Section, December, 8. 1945, p. 13. 
3 Minutes of Evidence, Commitice on Finance and Industry, Vol. T, p. 122. 
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are unable to provide. ‘There is a gap which has to be bridged. 
It is very difficult to obtain money for many useful enterprises 
through any of the existing agencies. A new channel is wanted 
—something in between the ordinary issue houses and ordinary 
banks—a means for providing the appropriate mechanism for 
long-period industrial issues. There was ample evidence before 
the Macmillan Committee to indicate that small and medium- 
sized industries laboured under great difficulties to raise this 
long-dated capital. Big public companies can obtain their re- 
quired finance by a public issue but a small manufacturer 
engaged in a new type of industry is frequently handicapped for 
want of capital, Whenever he tries to raise money, he finds 
that his application receives no response from the lenders. They 
consider his particular business as untried and speculative and 
for that very reason are reluctant to risk their money in such 
enterprises. The requirements of the small and medium-sized 
industries are not considerable ; they rarely exceed £10,000. A 
business proposition of £5,000, £10,000 or even £100,000 is 
not sufficiently attractive for the financial houses or investment 
trusts. Small propositions are turned down by the financial 
houses as they will not justify the expenses. The investment 
trusts are also not interested in them as they would have no free 
market and would require continuous and close watching. No 
banks will ordinarily lend such an amount involving a lock-up 
for more than a year. Hence the capital has generally to be 
placed privately. That is not only a lengthy business but has 
also unsatisfactory results. 

But in the declining conditions of the export trade of British 
primary industries, the smaller industries are precisely those to 
which all possible assistance should be extended. There is an 
evergrowing overseas market for their products. The Com- 
mittee on Finance and Industry frankly recognised in their 
Report the difficulties confronting the small and medium indus- 
tries and believed that there was really a gap in the financial 
machinery. The gap, frequently referred to as the ** Macmillan 
gap,’ because it was first authoritatively defined in the Report, 
covers two separate needs, that for ** intermediate credit,” too 
long for bank credit and too short for the new issue market— 
and that for *‘ small man `° whose capital requirements are not 
large enough to be handled economically by the new issue 
market. They stressed the necessity of forming a special insti- 
tution which would devote itself particularly to the smaller 
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industrial and commercial issues and suggested the lines on 
which it might evolve.’ 

Ever since the Macmillan Committee drew attention to the 
existence of this gap and suggested the formation of a special 
company to devote itself to smaller commercial and industrial 
issues, their observations have been the subject-matter of pro- 
longed discussion. There is a kind of widely held impression 
doubting the power of the City in the development of the country 
and the bankers for some time past have been endeavouring to 
remove that impression by initiating discussions among them- 
serves in order to devise a new and satisfactory machinery for 
meeting the need of the small and medium-sized industry. A 
number of ideas have already been put forward for carrying such 
a scheme into effect. The hint was given by Mr. Beaumont 
Pease, Chairman of the Lloyds Bank, in the 75th ordinary 
general meeting of the shareholders held on February 4, 1933. 
He appreciated the need for such an institution and stated in the 
course of his address that steps for its formation were being 
taken. ‘‘ I agree,” said he, ** that some organisation for pro- 
viding finance for intermediate loans of moderate means and for 
comparatively short periods which would fill the gap between 
ordinary banking loans and those for a longer duration and for 
larger sums would be a desirable addition to our financial 
machinery. Steps for the formation of such an organisation 
should be and, I may say, are being taken.”’ 


Credit for Industry, Ltd. (1934): 


Of the many schemes devoted in aid of the small industrial- 
ists the one that ultimately -came to hold the field was the Credit 
for Industry, Ltd.“ It was launched in March, 1934, under 
the aegis of the United Dominions Trust, of which the Bank of 
England had become the largest shareholder by the acquisition, 
in 1930, of 250,000 * B ' shares of £1 each. The new Com- 
pany aroused a great deal of interest inasmuch as it was the first 
company of its kind, specializing in the provision of capital for 
plant and other purposes for the small and medium-sized 


i Report of the Committee on Finance and Industry, cmd. 3897 (1931), p. 174. 
2 J am indebted to Mr. A. C. Uren, Manager, Credit for Industry, Ltd., for some 
necfal literature concerning the Company. 
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businesses, which could not, by reason of their size, economically 
satisfy their requirements through the issuing houses.* The 
initial capital of £250,000 was furnished by its sponsor the 
U. D. T. and would be increased from time to time as required. 
Additional finance was to be raised by the Company's borrow- 
ings from banks and other sources and by the issues of deben- 
tures or short-dated securities. Its particular interest would be 
in the small and medium-sized industries but it would be pre- 
pared to provide credit for all types of industry. The financial 
facilities granted by the Company would be of a more perma- 
nent nature as distinct from the temporary accommodation of 
the banks. The maximum amount that would be advanced was 
limited to £50,000 and was to be for periods running from 2 to 
20 years.” The loans were to be repaid at an agreed rate over 
an agreed period. Though the loans would be for a fixed period, 
the borrower would have the right to repay the loan at any time 
within the period fixed. No loan would be made unless the 
borrower's bank was in general agreement that the loan would 
benefit the concern and unless also the bank at the same time 
was willing to continue its ordinary banking overdraft facilities 
according to the requirements of the business.” No loan would 
be granted merely for the purpose of repaying an old loan: nor 
would any assistance be given which would have the mere effect 
of increasing imports into the country. During the currency 
of the loan the assets of the borrowing concern would be charged 
by a simple charge or mortgage in favour of the ** Credit for 
Industry, Ltd., at least to the extent of the loan.* The 
annual interest on the loans for the time being would generally 
be from 439% to 6% according to the circumstances of the case. 
Apart from interest, there would be no extra charges except 
actual, legal or other costs incurred in connection with the 
making of the loan. It would not participate in the profits of 


1 Tt was constituted with a strong Board of Directors with Mr. J. Gibson Garvice 
as Chairman. The other members were Mr. R. B. Pearson, Sir C. Broce Gardner 
iDirector of the B. I. D. & Mang., Director, S. M. T.), Capt. C. E. Penson, D.S.O., and 
Mr D. Carmichael, M,A., LL.B. | 

2 The Economist, Banking Supplement, May 12, 1954, p. 6. 

3 “ The Company has no intention of usurping the functions of the ordinary banks. 
Tho facilities to be granted are eupplementary and complementary.” (Money for 
Industry, a brief review of the functions of the C. F. I., Ltd., Regis House, London.) 

4 The security might take the form of a debenture in the case of a limited coin- 
pany or a mortgage on real or heritable property. Other types of security might also 
be considered. 
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its borrowers nor would it accept, as any part of its reward, the 
issue of bonus shares. The Company would not finance new 
inventions or the acquisition of existing businesses. It was a 
lending rather than an investing institution. Its real purpose 
was to assist the further development of such enterprises as ha:l 
already succeeded in building up a business to a certain point 
and provide the finance to make the development possible. 
Such concerns must have a satisfactory trading record for 4 
number of years and must be at the time of assistance well. 
managed and in a sound financial position. A reasonable super- 
vision would be exercised over the actions and methods of the 
borrowing enterprises but there would be no interference what- 
ever and no attempt at control so long as a concern Was being 
fairly well conducted." The undertaking was in the nature of 
a very interesting experiment and its activities will be carefully 
followed in more than one country. Even the Chancellor of the 
Exchequer observed in a speech delivered a few months after 
its inception that its further progress would be watched *' by 
us not only with sympathy but with earnest desire that it would 
succeed in filling what was undoubtedly a gap hitherto open in 
our credit system."’* A number of applications for financial 
assistance, ranging from a few hundred pounds up to the maxi- 
mum amount the Company was empowered to furnish, came to 
be received by the Company immediately after its inception 
and £77,000 of its initial capital had already been lent by June 
30, 1934.° If the scheme is operated with vision and judgment 
and the ban on new inventions is not interpreted too rigidly so 
as to exclude new industries still in their early stages of develop- 
ment, it will prove to be of immense benefit to the small and 
medium-sized businesses. 


1 “The Company will not interfere with the contro! of any borrower's business 
except in the event of default on the part of a borrower or of his getting into financial 
difficulties. The Company's purpose is to provide finance—not to engage in industry. 
Loans will not be granted for the purpose of resuscitating derelict or bankrupt concerns 
It ia not the function of the Company to provide the money to start some one in business. 
Tis purpose is to aid those already engaged in business who can show that they can 
improve their position with the help of additional liquid resources, The Company will 
not take shares in any borrowing concern. (See Money for Industry, op. cit.). 

3 Speech of the Hon'ble Mr. Neville Chamberlain, then Chancellor of the 
Exchequer, at the Mansion House Dinner to the Benkers and Merchants of the City of 
Lonion.—The Statesman, 1%h October, 1934. 

| s The loans after repayments amounted to £210,529, £209,142 and to £341,425 
at the end of 80th June. 1935, 1936 and 10987, respectively. (See Reports and Accounts, 
uU. D. T., 1935, 1936 and 19387.) 
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A K — may be mentioned in this connection that ever since 
atte ntion was drawn to the existence of the * Macmillan gap," 

mar jd institutions ranging from merchant bankers to hire-pur- 
ch: —— have — to fill this = gap. pii But their 


suco sess. There was, no doubt, no scarcity of demand for credit 


pae Se oritis. It has, therefore, been contended that the 
4 gay »’’ was far smaller than had been generally supposed. In 
t he > mi utter of medium-term credits the British banks have per- 
haps been much less orthodox than they would like the public 
to be oli Banking accommodation is not specifically granted 
for e , term of years which would rank it in the category ol 
* ediur m-term investment but in fact it has been left undisturbed 
for a much longer period than would be tolerated by the strict 
an ] ns of | commercial banking. This practice on the part ot 
the British banks has undoubtedly contributed to the small- 
2 less of the gap.’ 


y 
a Th Economist, January 20, 1945. 
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CHAPTER IV 
COMMERCIAL BANKING TRENDS IN THE INTER-WAR PERIOD 


The orthodox theory of commercial banking is that 
commercial banks should confine themselves to short-term self- 
liquidating transactions. Their liabilities are demand liabilities. 
It is never safe for them to operate with demand liabilities on 
the one hand and slow non-liquid assets on the other. Their 
assets should, therefore, be maintained in the highest form of 
liquidity. ‘This liquidity, as Mr. Sayers has aptly pointed out, 
has two distinct attributes—ability of the banker to convert his 
assets into cash (1) quickly and easily and (2) without loss. 
The speedy conversion of assets into cash would not by itself 
ensure true liquidity. A great deal of the assets may be so 
converted, i.e., easily shifted on to other shoulders, but not 
without a considerable depreciation of their values. It is essen- 
tial, therefore, that the assets in order to be truly liquid must 
possess the twin attributes of ‘* shiftability "" and “ riskless- 
ness "’.' The most easily convertible and riskless asset and 
hence the soundest type of investment for a commercial bank is 
the trade discount or commercial bill. It possesses a degree olf 
liquidity far greater than other types of bank loans. Commer- 
cial bank loans are largely based upon goods in process of pro- 
duction and the expectation is that as the goods move to a 
further stage of production, they will in the normal economic 
process be sold and thus permit the repayment of the loans. 
The essential function of the commercial bank in relation to 
industry consists in the furnishing of circulating or working 
capital as distinguished from permanent capital. The making 
of loans for this purpose helps in the onward march of commo- 
dities from the producer to the final consumer. The commer- 
cial bank takes its name as it thus assists in the financing of 
commerce as distinct from the permanent assets which are 
necessary for the carrying on of commerce. The commercial 
banking institutions mainly devote themselves to what has been 


1 R. Sayers, Modern Banking, pp. 212.18. 
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described as ‘‘ deposit banking '': they receive money on deposit 
and Jend it on short-term to commerce and industry in the shape 
of discounts and advances. They are normally unwilling to lock 
up their funds in long-term credits to or participations in 
industrial enterprises. The investment banking function consists, 
on the other hand, in the raising and redistribution of fixed 
capital. It is carried on mainly through the purchase of shares 
and debentures of joint-stock companies and their subsequent sale 
at a profit to investors." 

In the days before World War I the segregation of com- 
mercial and investment banking into entirely separate circles was 
absolute and reached its perfection in England. It was also 
practically complete in France and the United States. In the 
years after the War the lines of distinction between commercial 
and investment banking grew shadowy and indistinct. There 
was no longer that pronounced cleavage between the two types of 
institutions as regards their policy and practice. The activities 
of the one began to shade gradually into those of the other. 
There was noticeable a remarkable trend among commercial 
banks during the post-war years to adopt the manner and practice 
of investment banks. They entered into much closer relations 
with industry than ever before. We have already noticed that a 
change was rapidly taking place in the Continent of Europe, 
specially in Germany, where the fusion between investment 
and commercial banking had been practically complete. The 
German banks tended to depart more and more from the 
pre-war practice of combining the functions of commercial 
with those of investment banking in all its aspects. Deposit 
banking which was formerly overshadowed by the importance of 
investment banking and long-term transactions began to receive 
increasing attention from the big banks. Their holdings of 
securities and participations had been considerably reduced not 
only in proportions to total assets but in many cases even in 
absolute amounts since before the War. The proportion of 
capital and reserves to liabilities had declined to a great extent 
and was similar to that customary in England and the United 
States. The banks there appeared to have grown keenly alive 
to the grave risks involved in the immobilization of their funds 
in long-term loans to industry and they had considerably 


i Parker Willis and J. I. Bogen, Investment Banking, p. 5. 
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modified their methods for long-term industrial financing.' 
They were approximating more and more closely to the pre-war 
English banks, the purest example of deposit banking. While 
the *‘ mixed *’ banks of Germany were gradually approximating 
to pure commercial banks by shedding their investment trust 
activities, the commercial banks elsewhere showed remarkable 
trends to develop into mixed banking institutions by combining 
investment banking with their legitimate business to an increas- 
ing extent. 

We have said that the segregation between commercial 
and investment banking in the pre-war years was absolute. By 
“ absolute '', we are not suggesting for a moment that it was 
always easy to draw a hard and fast line of demarcation between 
commercial and investment banking. It was often found that 
in practice any particular institution carried on, in addition to 
its basic functions, some banking functions which did not strictly 
belong to it. But generally speaking, the functions were never 
mixed up and integrated. A commercial bank or an investment 
bank kept itself mainly confined to its own legitimate functions. 
In the post-war years there was a general shift of the interests of 
commercial banks in favour of industrial banking. This drift 
in their practices, noticeable even before the War, was 
accentuated in the years that followed it. 

The status of the commercial bank, long defined as an 
institution of discount, deposit and exchange, was profoundly 
modified in the post-war decade. It may be recalled that even 
in England, which is the great citadel of pure commercial 
banking theory, the joint-stock banks, though involuntarily, 
relaxed in many cases their traditional attitude of aloofness from 
industry. The relaxation in the strict codes of commercial 
banking practice was considerably greater and, what is more, 
became a part of the deliberate and considered policy of deposit 
banks elsewhere. Commercial bills had since the War been 
declining in importance as a method of investment with com- 
mercial banks, while there was a surprising increase in the 
growth and importance of the business of long-term industrial 
financing and all those activities which are known as “ invest- 


1 Memorandum on Commercial Banks (1913-29, League of Nations, Geneva, 
1931, p. 14. See also H. Powys Greenwood, * Transition Period in Germany—Recent 
Developments "‘—an article in the Times, Trade and Engineering Supplement, Banking 
Nomber, June, 29, 1929, p. 26. 
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ment banking *’. This reflected a fundamental change in the 
nature of commercial banks and their methods of financing 
industry. Instead of the usual task of providing working 
capital only to industry through the discount of commercial 
paper, they contributed also towards its fixed capital expenditure 
in a manner they had never done before. There were three 
principal methods by which they were furnishing this long- 
term industrial finance. To the extent that they made direct 
investments in shares and bonds of joint-stock companies, they 
were obviously contributing fixed capital to industrial enter- 
prises. Loans to purchase securities which were then pledged 
to secure the loans were practically ‘* vicarious purchases of 
securities '', and were, therefore, also advances for permanent 
capital purposes. Lastly, their real estate loans involved a lock- 
up of resources and were truly a characteristic feature of invest- 
ment banking. The undertaking of such kinds of business by 
the commercial banks must mean a definite departure from their 
traditional sphere of business. There was a pronounced tendency 
on the part of commercial banks to devote a considerable amount 
of their resources not only to direct investments and loans on 
security but also to real estate loans. 

It will not be possible to examine separately and in detail 
the evolution in commercial banking during the inter-war period 
in each country in the space available. It is proposed here to select 
a few representative countries, where the separation between 
commercial and investment banking was practically complete before 
World War I and stress the main trends in commercial banking 
practice during the decade 1920-30 and their reversal in the post- 
depression years. 


TRE UNITED STATES OF AMERICA 


Before 1837, the commercial banks in the United States 
were often found to exercise some of the functions of investment 
banking. But the panic of 1837 and subsequent losses incurred 
by the banks as a result of dealing in securities made them 
recognise the difference between banking with liquid and non- 
liquid assets. Ever since that period until the outbreak of the 
first Great War, the business of commercial and that of invest- 
ment banking were in the hands of separate institutions.’ The 


’ Parker Willis and J. I. Bogen, Incestment Banking, p. 165. 
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investment houses, the investment trusts and savings banks, 
mutual and stock, were institutions primarily engaged in pure 
investment banking business. The basic functions of com- 
mercial banking were, on the other hand, exercised by the 
national banks. In line with the theory that the national 
banks were commercial banks par excellence, severe restrictions 
were imposed upon them by the National Bank Act. These 
restrictions referred chiefly to the maximum amount loanable 
to a single borrower, real estate loans, dealing in investment 
securities, receipts of savings bank deposits, etc. The State 
banks though modelled on lines adopted in the National Bank 
Act, were subject to less severe restrictions. State bank laws 
generally permitted mortgage loans and in some cases no limits 
were imposed on advances against real estate security. 


1. Real Estate Loans: 


Although the national banks were put under legislative 
restrictions, yet long before the War they could be seen drifting 
towards investment banking functions. The laws before 1913 
prohibited national banks to lend on the security of real estate 
or to acquire real estate other than business premises except in 
settlement of a debt already contracted. Property so acquired 
had to be disposed of within five years. But in the farming 
regions a large proportion of the advances made by the country 
banks had already become long-term loans secured by land. An 
important step towards the mixture of banking functions was 
taken when the provisions of the Federal Reserve Act sub- 
sequently allowed national banks to accept savings deposits and 
granted a limited permission to make mortgage loans. The 
F. R. Act for the first time recognised the distinction between 
time and demand deposits and laid down the requirement of a 
reserve of 3% (originally 5%) for time deposits as against 7%, 
10% and 13% for demand deposits, the ratio depending on 
where the banks were located. As regards real estate loans, 
national banks other than Central Reserve City banks were 
permitted to make five-year loans on the security of improved 
farm land in the same federal reserve district or not more than 
100 miles distant from the lending bank irrespective of district 
lines. One-year loans on city realty were also authorised. 
These loans were limited to 509 of the value of the property 
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and could be made up to one-quarter of the lending bank’s 
capital and reserve funds or one-third of its time deposits. 

There was a remarkable growth of real estate loans in the 
business of American commercial banks during the post-war 
years. They accounted for the greatest relative increase in the 
credits outstanding of all commercial banks between 1922-29. 
They increased by 128%, while security loans rose by 77%, 
investments by 43%, and all other loans by only 22%. The 
following table strikingly illustrates this enormous percentage 
increase of real estate loans during the period under review’ :— 


All Commercial Banks (1922-29) (000,000 $ omitted) 


30th June, 80th June, Percentage 

1922. 1920. increase. 
Real Estate loans .. 1,989 4,540 128 
Security loans ... 6,521 11,518 77 
All other loans ... 15,194 18,367 22 
Investments wee 9,215 13,191 45 


The majority of these real estate loans made by American 
commercial banks was against urban real property. With the 
onset of the economic crisis, the bulk of these loans became 
‘frozen and it is feared that a million dollars had to be 
written off on these transactions.’ 


2. Loans on Security : 


The tendency of American banks to go in for investment 
banking is manifested further in the rapid growth of security 
loans during the post-war years. Commercial bank loans on 
securities in the United States rose from 5,780 million dollars 
in 1922, representing 24.4% of the total loans, to a peak of 
$130,026 million in 1930 representing 38.6% of the total. All 
other loans rose from 15,352 million to 15,700 million dollars 
only during the same period.” Although real estate loans showed 
the greatest percentage increase, security loans accounted for the 

test absolute increase in the credits outstanding between 


1922 and 1929. 


1 Memorandum on Commercial Banks (1925-33), League of Nations, 1934, p. 337. 
2 R. W. Goldschmidt, The Changing Structure of American Banking, p. 61 
3 Based on data published in the Annual Reporte of the Controller of Currency. 
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3. Investments: 





The entry of the American commercial banks into invest- 
ment banking business is also evident from the enormous growth 
of investments in the post-war years. Although the national 
banks were prohibited from doing business in investment 
securities, bond investments by banks had been accomplished as 
far back as 1900 without any special legal sanction. The 
corporate powers of the national banks permitted them “ to 
discount and negotiate promissory notes, drafts, bills of exchange 
and other evidences of debt.'’ This became the banks’ 
authority for dealing in investment securities and under it, with 
the approval of the Comptroller of Currency, they created their 
bond departments. Their authority for the creation of such 
departments was, however, somewhat doubtful and their 
establishment was sanctioned by the Comptroller because the 
law empowered them to deal in other evidences of in- 
debtedness. 

The American banks have always invested a considerable 
portion of their resources in securities and the movement may 
be traced to the years before the War and even to the last quarter 
of the nineteenth century. But in the period under review 
there was a remarkable tendency in this direction. In 1875 the 
loans and discounts of national banks were about twenty times 
as large as their investments ; in 1914 they were only six times 
and in 1929 less than two and a half times as great. During 
1914-1929, however, investments were found to have increased 
by 5009% while loans and discounts increased less than half as 
rapidly. The banks not only held these securities as permanent 
investments but also endeavoured to place them with their clients.’ 

The securities which composed the investment portfolio 
of the banks may broadly be divided into Government and 
Municipal, and into those that are not so. The figures given 
below strikingly illustrate a definite upward trend for °* other 
security ` holdings of national banks during 1922-1928 (expand- 
ing from $1,863 million to $3,416 million)’ :— 


1 Ccmmercial PAS (1918-29), Teague of Nations, p. 329. 
> Memorandum on Commercial Banks (1925-35), League of Nations, 1934, p. 335. 
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National Banks 
INVESTMENTS 


(In millions of Dollars) 


All others 
Railroad and Public 
Total U. S. Govt. and State tilities and Bonds, 
and Municipal. Shares, etc.). 
1914 1,921 946 
1922 4,563 2,700 1,863 
1928 5,070 3,096 1,974 
1924 5,142 2,987 2,155 
1925 5,780 8,181 2,599 
1926 5,842 3,117 2,725 
1927 6,993 8,340 8,053 
1928 7,147 3,731 3,416 


The tendency towards a mixture of banking functions 
which had been working for a long time was thus considerably 
accentuated in the post-war years. Indeed American banking law 
seems to have given official sanction to this investment policy 
of the commercial banks. 

The Federal Reserve Act, it will be recalled, had consider- 
ably broadened their investment banking functions. Later 
legislation permitted a yet greater fusion of banking functions. 
The McFadden Banking Act, which received the approval of 
President Coolidge on February 5, 1927, was a distinct forward 
step. The Act set the seal of the legislature's approval upon 
the investment functions of the commercial banks. It specially 
recognised that dealing in investment securities was a perfectly 
legitimate business of the modern commercial banks and 
authorised the national banks to engage in that type of transac- 
tion. The Act provided that ** the business of buying and selling 
investment securities shall hereafter be limited to buying and 
selling without recourse to marketable obligations evidencing 
indebtedness of any person, co-partnership, association or corpo- 
ration in the form of bonds, notes and (or) debentures commonly 
known as investment securities.""* The maximum amount 
which might be held of the securities of any one obliger or 
maker was limited to be 259% of the banks’ paid-up capital and 
reserve. Thus the Act expressly allowed the banks to enter the 


1 feo, 2(6), The McFadden Banking Act, 1927, 
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business of security issue and distribution.’ Stocks are not 
evidences of indebtedness and, as before, the banks were not 
permitted to purchase them for their own account. 

The Act not only specially recognised the legitimacy of 
dealing in bonds, but also considerably removed the restrictions 
on the grant of real estate mortgage loans. Such loans had 
always been frowned upon by commercial bankers as a non-liquid 
asset. The Federal Reserve Act had granted a limited permission 
in this respect. The McFadden Act recognised that it was not 
sufficient and authorised the national banks to make real estate 
mortgage loans on a far larger scale. They were now permitted 
to loan on city realty for a period of five years against one year 
formerly. Not only the period of the loan was extended but the 
limit to which the total volume of such loans had been subjected 
was raised liberally. Banks were permitted to place 50% of 
their savings deposits in mortgage loans as against 334% of their 
time deposits formerly, the limit as to a quarter of the capital 
and reserves remaining as before. Although this provision 
implied that that portion of the time deposits which was not 
strictly savings deposits could not be invested in real estate 
mortgages, yet the final effect of this section of the Act was to 
increase materially the total funds that national banks might 
now lend on the security of real estate.” The ban which was 
formerly placed on the banks in Central Reserve Cities as regards 
engagement in such type of business was removed altogether. 

After the passing of the McFadden Act of 1927, thanks to 
its liberal provisions, the banks entered into the investment 
field to a far greater extent. There was soon afterwards 
a tremendous outburst of speculative activities among them. 
Their commitments in the stock market during 1928-1930 were 
extremely heavy and many of them became deeply entangled in 
real estate and security loans. The statistics published by the 
Federal Reserve Bulletins disclose a remarkable growth of direct 
investments and loans against security during this period.’ 


1 “The McFadden Banking Act of 1927 “—an article by H. H. Preston in the 
American Economic Review, Vol. 17, June, 1927, 

2 R. G. Rodkey, The Banking Process, p. 256. Dr. Redkey has shown by an 
interesting calculation that, taking the figures for 30th June, 1926, the new Act per- 
mitted an increase of $514.766,000 for investment in real estate mortgages. 

3 Federal Reserve Bulletin, Vol XVI, 1930. pp. 12, 773. Also Fed. Ret. 
Bulletin, 1931 (Feb, and Oct.), pp. 65, 563. 
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Reporting Member Banks 


(In millions of Dollars) 


Loans on Securities All other 
December, 1928 — 7,196 9,055 
December, 1929 7,968 9,476 
September, 1930 8,390 8,469 
December, 1930 7.776 8.557 
September, 1931 6,413 7870 


Reporting Member Banks 


(In millions of Dollars) 


INVESTMENTS 

December, 1928 — B50836 
December, 1929 — B5.60 
September, 1980 — «. 6,861 
December, 1930 * ... 6,784 

U. S. Govt. 4,154 
September, 1931 — 7.708 

Other hice, nae 


Loans on securities of reporting member banks reached 
their peak in September, 1930. Between April, 1927 and 
September, 1930, security loans rose from $5,924 millions to 
$8,390 millions, representing an increase of 41.6%, while all 
other loans fell from $8,612 to $8,469 millions. Compared with 
January, 1922, security loans increased by about 1339 while all 
other loans increased by only 13.5%. 

The tables given above amply demonstrate that the assets 
of the American banks were generally more illiquid and of a 
more speculative character in 1929 than in 1922; the extreme 
point was reached in 1930. One fact of startling importance 
that at once leaps to the eye is the declining importance of 
the ‘‘ all other loans,’’ which mostly represent  self-liquidating 
commercial transactions. It is also interesting to note that not 
only they diminished in importance but their average quality also 
deteriorated. For example, in the case of all national banks. 
the proportion of commercial loans eligible for rediscount at the 

10—1962 B 
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Federal Reserve Banks dropped from 42% in 1922 to 38% 
in 1929." 

From September, 1930, the banks, sorely battered by the 
financial storm of 1929, began to set their houses in order and 
within a short time considerable progress was made in the 
direction of liquidation of frozen assets. Loans on securities 
in September, 1931, in the case of the Reporting Member Banks, 
amounted to a little more than $6,400 millions and represented 
a big drop from high point reached in the same months of the 
previous vear. Investments no doubt increased and -they were 
higher than in 1930 but the investment portfolio was much 
more liquid than before. It contained a large element of short- 
term Government securities.” As will be seen from the table 
given below, in the case of national banks all other investments 
decreased in 1932 while Government and Municipal investments 
showed an increase? :— 


INVESTMENTS (in millions of Dollars) 


80th June Total Govt. and Municipal All other Bonds 
Bonds and Shares 
1927 6.393 5,540 3,053 
1928 7,147 8,782 3,415 
1929 6,656 3,561 3,093 
1930 6,888 3,546 3,342 
1931 vv. 64,078 4,253 3,422 
1932 ee) aoe 4,584 2,613 


| The astounding increase in the growth and importance of 
direct investments in non-Government securities and loans on 
security during 1922-1930 reflected a fundamental change in the 
character of the American commercial banks. They were no 
longer concerned merely with the provision of short-term funds for 
working capital purposes to industry but were also deeply 
interested in furnishing long-term industrial finance.* 


4. Security Affiliates : 


The organisation of security affiliates by the American 
commercial banks is perhaps the strongest evidence of their 


i Memorandum on Commercial Banks (1925-33), League of Nations, Geneva, 
1904, p- 238. 

= The Eeonomist, Banking Supplement, Oct. 1931, p. 9. 

a Based on the data published in the Annual Reporta of the Comptroller of 
< 4 ‘Memorandum on Commercial Banks (1925-93), League of Nations, Geneva, 
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increasing investment banking activities. The rise of these 
affiliates overshadowed in importance every other development 
of American banking in the inter-war period. The origin of the 
device of security affiliates may be traced back to 1908 when 
the First National Bank of New York organised the first 
securities company (The First National Company) because of 
the pressure exerted by the Comptroller of Currency owing to 
the obvious conflict between deposit banking and the business of 
marketing securities. Three years later, the National City Co. 
was established by the National City Bank. These two subsi- 
diaries remained solitary for a number of years. But as the 
commercial banks felt more and more inclined to enter into 
the field of investment banking, the organisation of security 
affiliates proceeded apace. Thus when the War Loan campaign 
brought the commercial banks in the country into close contact 
with the business of distribution of securities, the number of 
security affiliates began to increase rapidly. The Chase Securi- 
ties Corporation was organised in 1917 by the Chase National 
Bank and affiliates were formed in quick succession by the 
First National Bank of Preston in 1918, the Guaranty Trust 
Company and the Hibernia National Bank (New Orleans) in 
1919 and the Central Illinois Bank in Chicago in 1920. The 
participation of the commercial banks in investment banking 
became more direct and intense since the close of the year 1927. 
The movement of organising security affiliates for the purpose 
of undertaking investment banking business spread like wild 
fire from that time among commercial banks.’ As a result 
almost every large urban commercial bank in the U.S.A. became 
equipped with one or more security affiliates. By 1931 national 
banks alone could boast of nearly 200 of them. The business of 
banking necessarily underwent a radical transformation indicat- 
ing the decline of commercial banking proper and the increase 
of investment banking. 

The ‘‘security affiliates "" were created by the large city 
banks, excluded as they were from issue and financing business 
by legislation, to carry out the type of transaction from which 
they were debarred. The issues in which the banks were 
interested were made through these subsidiary companies. The 
affiliates were incorporated separately, the capital being sub- 
scribed either directly by the parent bank or by its shareholders. 


t R. W., Goldschmidt, The Changing Structure of American Banking, p. 134. 
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In many cases the stocks of the affiliate were automatically paid 
for out of a special dividend to bank shareholders. In the case of 
the first securities company, the parent bank (the First National 
Bank) had provided the capital out of its own surplus. An 
analysis of the methods of incorporation of national banks’ 
affiliates in recent years discloses four methods of control : 
(a) stock owned by the parent bank, (b) stock owned by the bank 
shareholders, (c) stock owned by other affiliates, (d) stock trust- 
ed." Thus in 1931 out of the 192 affiliates of the national 
banks, the parent banks directly owned four only; in 17 cases 
the affiliates’ stock was owned by another affiliate of the parent 
bank: in 45 cases it was distributed in the form of joint and 
indivisible certificates of shares in the bank and security 
company among the parent bank's shareholders. As a rule, 
however (126 cases), the capital stock of the investment affiliate 
was held by a body of trustees for the benefit of all the share- 
holders of the parent bank.” The afñliates were usually the 
recipients of heavy loans from their parent banks which enabled 
them to engage in transactions not permitted to the latter. 
There was until recently scarcely any restriction on the national 
banks’ loans to their affiliates, the only, limitation being the 
provision that loans to no single interest should exceed 10 per 
cent. of the banks’ capital and reserve fund. 

The affiliates performed a variety of functions. Three of 
these might be’ said to comprise an intrinsic part of their 
activity as investment bankers. They were :— 


1. Origination of new security issues. 


2. Formation of or participation in the original selling 
group, disposing of the securities in large blocks to retailing 


bankers all over the country or occasionally to institutional 
buyers. 


8 Distribution of bonds and to a lesser extent of shares 
to the ultimate investor. 

‘“Tn addition they sometimes acted as holding companies 
for control or other purposes, carrying securities which the 
parent bank was not authorised or did not wish to have among 
its investments; as investment trusts, buying and selling 
securities for investment or speculative purposes; as assets 


Like Banking Act of 1988 "—en article by R. 5, Westerfield, in. the Journel 
Political Economy, December, 1933, Pp- 738, | i 
ia 3 R. W. Goldschmidt, The Changing Structure of American Banking, p. 135. 
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realisation companies, taking over the parent bank’s loans 
and investments which proved doubtful or illiquid; as real 
estate holding companies and as a medium for supplying the 
bank’s own stock.’"* These security subsidiaries worked closely 
together with their parent concerns so that the net effect was 
somewhat similar to that of the German system. 

Thus the commercial banks which had already created the 
bond departments entered into the stock market to a considerable 
extent through these affiliates. The development of the affiliates 
rapidly increased the bank’s share in the total flotations of new 
securities. In the pre-war years a very small proportion of the 
total distribution of securities was made through the commercial 
banks, but in 1931, 54.4% of all new securities was sponsored 
by the bank affiliates, those of the national banks alone accounting 
for 33.6%." In the years immediately before the onset of the 
economic crisis, there was a tremendous outburst of speculative 
activity among the investment affiliates. The banks rushed reck- 
lessly into the stock market through their affiliates; and the in- 
evitable crash soon occurred. The country became littered with a 
crop of bank failures. No less than 1,345 banks closed their doors 
in 1930." This was undoubtedly a very large number even in the 
case of a country where banking suspensions are a normal pheno- 
menon in times of prosperity. Conditions subsequently came to 
light in connection with these bank failures which clearly revealed 
the abandonment of pure commercial banking and the integration 
of financial operations of a diverse character. The banking investi- 
gation, which followed, threw a flood of light on this drift of 
American banks into the unwonted channels of investment bank- 
ing. The enquiry disclosed that there was an almost universal 
tendency towards ‘‘ a speculative security basis for banking *™ 
and practically every one of the large commercial banks was found 
to possess security affiliates. In many instances a single bank 
owned a considerable number of affiliates—the Bank of the 
United States having as many as 48 affiliates.* 


1 Memorandum on Commercial Banks (1925-33), League of Nations, Geneva, 
1934, p. 240. 
2 “The Banking Act of 1933 ""—an article by R. B. Westerfield, in the Journal 
of Political Economy, December, 1933, p. 738. 
a The Statist, International Banking Section, November 14, 1931, p. 602. 
l 4 “ Speculative Activities of American Bankers “—an article by H. P. Willis 
in tho Banker, February, 1931, pp. 188-92. 
= “Tha Senate Banking Investigation "—an articlo by H. P. Willis in the 
Banker, March, 1981, p. 325. 
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The tendency towards an intermixture of banking functions 
was also at work in post-war France. In contrast to the systern 
prevalent in Germany and other countries of Europe, French 
banking, before the first Great War, was characterised by a division 
into two distinct classes, viz., the banques d’ affaires and the 
banques de depôts. The former type specialised in the long-term 
financing of industries and in the origination of securities. These 
institutions acted as investment bankers in the full sense of the 
term. They often participated to a substantial extent in the 
management of the industries promoted by them and used to carry 
the purchased securities in their portfolios for considerable periods 
of time until the success of the enterprises or market conditions 
allowed their sale to the public at reasonable prices. These 
purely investment institutions, however, often undertook other 
functions such as the opening of current accounts to their indus- 
trial customers. They had to do so as they could not depend 
solely upon their own business which was naturally of an irregular 
type. But generally it may be said that they performed the basic 
functions of investment banking. Among the most important of 
the banques d’ affaires were the Banque de Paris et des Pays-Bas, 
the Banque de l'Union Parisienne, the Banque Francaise Pour 
le Commerce et l'Industrie and the Credit Mobilier Francaise. 
These financial banks specialised in the issue business and in 
the flotation of industrial and financial enterprises all over the 
country and even abroad.’ In the case of the other type of 
institutions, the etablissements de credit, there was before the 
War a marked unwillingness on their part to advance funds 


i Thos the Banque de l'Union Parisienne was associated with electrical and 
~etallurgical works and considerable interests in the Creusot Works of MM. Schneider 
et Cie. Before the first Great War, it took an important part in the development of 
Kussian metallurgy : and after the end of the War it took an active part in Ananciog 
economic development in Central and Eastern Europe either directly or through the Union 
Europeenne Industrielle et Financiere. In later post-war years it participated very 
ectively in new imsue business and largely increased its portfolio of investments in other 
undertakings. Its investments and participations were an follows :— 


1928 1929 1930 1931 
Fre. Fre. . Fre. Fre. 
220, 459,704 S27 276 ASS 966.4605 485 459 202 094 


The Statist, International Ranking Section, November 14, 1031, p. 724. Also 


12, 1932, * 693-94. 
— ‘ia, 1092) the Bank took over the Credit Mobilier Francaise.—The Statist, 


Banking Section, November 12, 1932. 
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freely for the development of domestic industries. Instead, they 
concentrated on the foreign securities business, putting out 
numerous foreign state and industrial loans in succession. They 
were, indeed, accused of neglecting domestic industries and of 
diverting French savings to countries like Russia, South America, 
Turkey, etc." 

The division, even before World War I, could not be made 
too absolute. There were many institutions which were frankly 
* mixed.’" The lines of demarcation between the two types 
grew more and more indistinct after the War and almost 
faded away in later years. The whole system underwent a 
considerable change since the pre-war period. The banques d’ 
affaires which specialised in financial business formerly began to 
develop, not without success, the ordinary transactions, properly 
speaking, of a bank. There arose a definite tendency on their 
part to adopt a more and more aggressive policy of commercial 
banking. The credit banks, on the other hand, entered the 
investment field in a manner they had never done before.* During 
the War the Government had obtained control of the investment 
operations and had passed a law on May 31, 1916, forbidding the 
issue of foreign securities in the French market. The credit 
banks with the practical cessation of the foreign loan business 
occupied themselves with State issues and the finance of national 
industry. From that period, they came to extend much more 
financial assistance to domestic industries than they had ever 
done before. In the years that immediately followed the War, 
French industry became badly in need of credit on a large scale. 
War liabilities had to be liquidated, factories destroyed in the 
devastated regions had to be re-built, industries engaged directly 
or indirectly in the reconstruction of the devastated areas had to 
be equipped with new installations. The French credit banks 
were not unresponsive in this hour of need. As Mr. Whale has 
observed, ‘* The increased importance of French industry called 
for adaptations in banking policy.’ 

The banks were quick to realise the need to provide more 
extensive assistance for their industrial customers. When the 
industries approached them for extended credits, they readily lent 





b 
* 





1 Parker Willie and B. H. Beckhart, Foreign Banking Systemes, p. 572. 

2 The Times Trade and Engineering Supplement, Banking Number, June %, 
3929, p. H. 

a P. E. Whale, “ Lectures on English and Continental Banking" (delivered 
March 26, 1931), Journal of the Institute of Bankers, June, 1931, p. 390. 
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their collaboration and helped to float new issues of bonds and 
shares. The banks could not ‘‘ lock-up *’ in long-term loans the 
funds lent to them on deposit accounts. But they had to create 
the desired facilities for long- and medium-term credits for the 
pressing requirements of their industrial clients. Wherever 
possible, they helped directly with the funds which were deposited 
with them for fixed periods and also with their own resources 
which they had already begun to increase. The policy of syste- 
matically increasing their paid-up capital and reserves which 
they pursued during the period under review lends colour to the 
view that their character was changing rapidly. The tables 
given below strikingly illustrate a marked increase of capital 


and reserves in the case of the principal deposit banks of 
France :— 


Taste I? 
(Five, since 1931 Six) 


In millions of franca 


1925 1929 1930 1931 1932 
Paid-up Capital FING aloa 1,643 1,701 1,383 1,490 
Reserves Fah — 561 1,897 2.038 1,864 1,897 
Tapte II? 
(Individually) 
In millions of francs 
1 Banque Nationale de Credit: 1927 1928 1929 1980 
Paid-up Capital m „.— 250 2624 2624 318} 
Reserve ab aes «oe! 12D 156 123 175 
2. Comptoir National d'Escompte : 
Paid-up Capital Ate ... 200 250 400 400 
Reserve — — we S82 144 448 452 
& Credit Lyonnais: 
Paid-up Capital — 23866 255 408 408 
Reserve — BEA nns VOEN. 227 800 800 
4. Societe Generale: 
Paid-up Capital esi --» 250 250 319 820 
Reserve * — SPD 105 306 880 


1 Memorandum on Commercial Banks (1925-33), League of Nations, Geneva, 19%. 
. 101. 
P 2 The Statist, International Banking Section, 
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The French deposit banks helped the industries in yet 
another way. In order to provide greater assistance to them 
without immobilizing the funds entrusted to them on deposit, 
they formed subsidiary companies for long-term industrial 
finance. Thus two of the old established and powerful institu- 
tions, the Credit Lyonnais and the Comptoir National d 
Escompte, created, as far back as 1919, the Union pour le credit 
a l'Industrie Nationale (Ucina). With the same purpose the 
Société Generale founded in 1928 the Societe Anonyme de credit. 
a l'Industrie Francaise, and the Credit du Nord established a 
similar company, the Union Bancaire du Nord.’ 

The reports of the six main deposit banks of France for 
1927 and 1928 give clear indication of the increasing interest 
they were taking in industrial finance, not only by lending colla- 
boration to the issue of short and long-term bonds of French 
industry but also by becoming large holders in industrial under- 
takings. As in Germany, they were taking shares in preliminary 
enterprise and the Syndicate de’etude was seldom without bank- 
ing representation.” Their balance sheets show that their 


investments in financial syndicates increased considerably during 
1913-28 :— 


(In Millions of Franes) 
1913 1919 1927 1928 
158 200 246 267 


JAPAN 


Although Japan possessed a special Industrial Bank, the 
ordinary commercial banks in the country are found to have 
increased their activities in the sphere of industrial financing 
during the period under review. There was a persistent 
tendency on their part to accommodate industries with extensive 
loans. The practice of locking up their funds in long- 
period loans on securities and immovable property was quite 
common. Mr. Allen estimates that the advances of ordinary 
and savings banks on immovable property were more than 


1 P. B. Whale, “ Lectures on English and Continental Banking ° (delivers 
March 26, 1031), Journal of the Institute of Bankers, June 1931, p. 399. 

2 The Times Trade and Engineering Supplement, Banking Number, June 50, 
1028, p- 15. 
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1,000 milion yen in 1921.* Dr. S. Furuya in a recent work 
points out that the so-called exchange banks of Japan were not 
strictly speaking exchange banks at all and they very often 
entangled themselves in heavy long-term investments in indus- 
tries.* In the post-war years, especially after the crisis of 1927, 
the ordinary banks entered into the stock market on a very 
large scale. Their tendency for security holdings considerably 
increased. Formerly they used to compete with one another 
in attracting deposits; now they were competing keenly in the 
business of underwriting debentures. The balance sheets of 
four out of the ‘‘ Big Five "’ disclose a remarkable increase of 
their security holdings during the period under review.” 


TanLe I 


Securities held by Four of the Big Five’ 


(In thousands of Yens) 


1927 1928 1929 1930 1981 
1. Mitsubishi ... 288 $22 300 337 285 (Dec. 81) 
2. Mitsui cat — 221 233 215 272 (June 30) 
3. Sumitomo soe hee 236 233 242 248 (Dee. 31) 
4. Dai-ichi —— 248 285 269 304 (June 30) 

Taste IT 

Dec. 31,1982 Dee. 31,1983 June 30, 1934 

1. Mitsubishi .. 805 345 411 
. Mitsui ... 182 (June) 280 (June) 353 (June) 

3. Sumitomo --- -261 (Dec.) 326 (June) 358 (June) 
4. Dai-ichi — wits 376 (June) 408 (June) 


The returns of the clearing house banks in Japan also reveal 
that they were employing a considerable portion of their surplus 
funds in investment in securities.*. During the industrial crisis 


1 G. C. Allen, Modern Japon and its Problems (1928), p. 179. 
2 Dr. 8. Y. Furuya, Japan's Foreign Exchange and her Balance of International 
Payments, p. 162. 
® The Stativt, International Banking Section, November 14, 1931, pp. 764-05. 
Also November 12, 1932, pp. 731-34. 
a The Times Trade dnd Engineering Supplement, Banking Number, June 24, 
1930, p. 25. 
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in the autumn of 1930, following the lead of the Industrial 
Bank of Japan, the Tokyo commercial banks generously lent their 
assistance to several big industrial companies in distress for want 
of funds. An understanding was reached between them for joint 
action in giving financial aid to business enterprises. A new 
machinery was set up for this purpose. The banks and trust 
companies formed an association, called the Industrial Investiga- 
tion Association, with the object of facilitating the rationalisa- 
tion of Japanese industries. It investigated the conditions of 
several concerns to find out if they required reorganisation and 
if financial assistance to them was justified.’ 


CANADA 


The same tendency of sponsoring industrial securities and 
of generally invading the field of investment banking is discernible 
in the case of the commercial banks of Canada in the years after 
World War I. They were devoting themselves to an increasing 
extent to underwriting operations and figures have been collected 
which show that their participations in the flotation of bond 
issues totalled during 1927-32 more than 250 million dollars.” 
The investment houses naturally came to look with great disfavour 
upon this extension of commercial banking activities into their 
legitimate sphere of business and they filed with the Canadian 
Banking Commission a memorandum complaining that they were 
suffering severely from the competition of the ordinary banks and 
also requesting that this aspect of their activities should be checked 
when the Bank Act was revised. It was suggested that °° the 
banks should be prohibited by statute from selling securities 
directly to the public and also from tendering for new issues either 
individually or as members of syndicates and from acting as 
agents in connection with issues made by Governments, Muni- 
cipalities and other public bodies.’ The banks on their part 
contended that dealing in securities was a recognised normal 
activity of banks throughout the world and had been established in 
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‘Canada as far back as 1876. The Bank Act of 1890 and sub- 
‘sequent revisions had conferred upon them the right “ to deal in 
and discount and lend money and make advances upon the security 
of and take as collateral security for any loan made by it, bills of 
exchange, promissory notes and other negotiable securities or the 
stock, bonds, debentures and obligations of municipal and other 
corporations whether secured by mortgage or otherwise.” ‘The 
Royal Commission was impressed by evidences of considerable 
laxity and abuses of commercial banking practice and concluded 
that although the volume of industrial securities ‘* sponsored and 
distributed by the banks might have been small in comparison 
with that of Government and other securities, yet it was advis- 
able that the banks should refrain from dealing in or distributing 
for their own account any but the highest class securities.” 


Reasons for the Landslide in Commercial Banking Practice : 


It is abundantly clear from the foregoing study that there 
was a historic landslide in commercial banking practice. The 
countries which had been so long traditional homes of commer- 
cial banking departed to a surprising extent from its recognised 
eanons. Their banks in many instances tended to adopt business 
at much of which bankers would have shuddered in the pre-war 
days. There was a decisive shift of their interests in favour of 
industrial banking; they became frankly “' mixed.” 

The reasons for this remarkable fusion of banking functions 
in countries where they were so carefully segregated are not far 
to seek. The relaxation in the conservative codes of com- 
mercial banking practice was partly the result of the post-war 
depression and partly the result of changes in general economic 
organisation. A widespread slump followed in the wake of 
World War I. The incidence of the depression upon several 
industries was extremely severe. A considerable portion of the 
advances of commercial banks to such industries became practi- 
cally ‘* frozen '’ and unrealisable. To protect their own interests 
the banks were obliged to make further advances and also to take 
over the security for the loans previously granted and to assume 
direct control over industrial enterprises. Recent economic 
changes lying entirely outside the banking system also compelled 


1 Report of the Royal Commission on Banking and Currency in Canada, Ottawa, 
1933, p- 77. 
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the commercial banks to depart from their traditional practices. 
Owing to the progressive concentration of industry, the small 
firms were tending to disappear and business units were fast 
growing in size. The smaller concerns were the principal users 
of the commercial banks and with their disappearance the 
demand for commercial bills rapidly declined. Access to the 
capital market is comparatively easy for the larger concerns and 
these in the post-war years showed a remarkable tendency to 
develop the practice of obtaining working capital in the invest- 
ment market by issuing to the public long- and short-term notes 
as well as stocks. This tendency was mostly manifest among 
American industrial companies where, for some years past, parti- 
cularly since 1927, they had been endeavouring to meet their 
working capital requirements not by borrowing from the commer- 
cial banks but through the long-term capital market." A further 
change in the technique of company financing was to be observed 
in the increasing practice of businesses to finance their working 
capital expenditure out of the undistributed profits. This system 
of self-financing by ploughing back profits into the industry 
rendered them independent of banking assistance to a correspond- 
ing extent. 

The effect on the banks was serious. They found that their 
funds had been accumulating in large amounts while the prin- 
cipal channel of putting them through was fast disappearing. 
The deposits had been swelling to an enormous size but the 
growing funds were not needed by commerce. They found it 
well-nigh impossible to utilise their funds in the ordinary transac- 
tions of commercial banking. In the circumstances, they were 
compelled to explore other than the time-honoured traditional 
avenues for the employment of their funds. If they were to 
make profits, nay, to exist at all, there was one and only one 
course open for them—that of diverting their funds into the 
investment channel. Thus they were forced to embark on busi- 
ness hitherto considered to be outside their legitimate province, 
such as real estate loans, stock and bond collateral loans, invest- 
ment in securities and so on. Having to cope with decreasing 
earnings in their ordinary fields of activity, they came to be 


3 ** Social Aspects of Commercial! Banking Theory '—an article by F. A. Eredford 
in the American Economic Review, June, 1939, p. 231. 
Seo also Rodkey, The Banking Process. 
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guided entirely by the ‘‘ yield ™ factor and to sacrifice ‘‘ safety ~ 
and ** liquidity `° altogether. 

An idea of what an enormous increase in the deposits of com - 
mercial banks occurred in the United States during 1922-27 may 
be formed from the following table regarding the Reporting 
Member Banks in leading cities.’ 


Reporting Member Banks in Leading Cities 
DEPOSITS 


(In millions of Dollars) 


Year Net Demand Time 
January „> 1922 10,362 8,017 
April F .„.. 1027” 13,041 6,088 
December 31 ... 1929° 14,118 6,787 
September 24 ... 1930? 13,542 7,489 


A most significant development in this enormous growth in 
bank deposits was the rapidly increasing importance of time 


deposits. While both demand and time deposits swelled, the 


latter increased much more regularly and at a definitely higher 
rate than the former. In the table given above, time deposits 
increased during January, 1922—September, 1930, by more than 
148%, while net demand deposits increased by only 30.7%. This 
huge relative increase in time deposits signifies a corresponding 
change in the status of the commercial banks. In the same 
manner the explanation of the increasing interest of French 
deposit banks in the industrial field during the period under review 
is to be found not only in the altered circumstances of the post- 
war period which we have already indicated but also in the 
enormous growth of deposits. The progressive diminution and 
afterwards complete cessation of the issue of short-term loans by 
the Treasury brought back to the banks as deposits a considerable 
portion of the capital that was formerly invested by their owners 
at 3 or 6 months in the National Defence Bonds. The following 


» Report of the Fed. Reserve Board for 1926, pp. 164-65. 
3 Fed. Reseree Bulletin, May, 1927, op. ei. 
s Fed. Reserce Bulletin, Vol. XVI 
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table clearly indicates the enormous increase of deposits in the 
ease of the principal deposit banks of France’ :-— 


Principal Deposit Banks 


Deposits Frs. (000,000 omitted) 


1925 1929 1930 
26,113 42,608 44,749 


of which Time Deposits : 
718 2,890 3,219 


Current Accounts : 


25,263 39,502 41,279 


The tendency towards a relative increase of time as 
compared to demand deposits is unmistakable here as elsewhere. 
The banks found that their deposits were largely increased 
while the opportunities for their profitable investment were not 
many. Hence they were obliged to explore suitable new avenues 
for their employment. The demand for increased capital by the 
older established businesses and for new capital by the growing 
number of newly established concerns was welcomed by the banks 
and the plethora of funds which were seeking employment was 
quickly diverted to these chennels. 

The absence of a suitable alternative employment for the 
increasing resources of commercial banks compelled them to 
branch out in the investment field not only in the case of France 
and America but also in that of Japam. After the spring of 
1927, the deposits in the Japanese commercial banks swelled 
to enormous figures. At the end of 1928, all the clearing 
house banks, numbering 399, held deposits to the extent of 
6,047 ,366,000 yen. This represented an increase of 585,853,000 
yen over the previous year and an increase of 268,619,000 yen 
over the year before the crisis.” 


i Memorandum on Commercial Banke (1925-33), League of Nations, Genova, 1934, 


p. 101, 
2 The Times Trade and Engineering Supplement, Banking Number, June 29, 


1929, p. 92. 
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, ‘The Japanese banks seemed to suffer from a plethora of 
deposits for which they were almost unable to find a suitable channel 
of employment in the short loan market. Steps had been taken 
to reduce the rates of interest allowed on deposits and to receive 
new deposits to as small an extent as possible. But still they 
could not employ their funds in the wonted channels and were 
finding their business unremunerative. Some contemporary 
balance sheets available for the clearing house banks disclose that 
they were employing a large portion of their surplus resources im 
securities... The banks were compelled to enter the stock market 
in order to utilise their immense surplus funds. 

Figures showing the deposit indices of the commercial banks 
in the United States, France and a number of other countries 
are available and they clearly indicate a general post-war trend 
for deposits to shift from sight or short-term to savings or 
long-term accounts. Thus it is found that in the case of the 
American national banks, the index for savings and time deposits 
rose from 100 in 1913 to 1,086 in 1929 while that for current 
accounts rose from 100 to 135 during the same period. In 
France the index for savings and time deposits and that for 
current accounts rose to 129 and 124 respectively. The tables 
given below strikingly illustrate this tendency’ :— 


1918 20 21 22 23 2 2 26 2% 28 29 


U.S.A.: 
(a) 100 74 111 112 106 115 115 121 124 139 135 
(b) 100 279 549 581 671 742 811 882 976 1,068 1,086 
(c) 100 92 149 153 156 174 176 188 215 220 218 
France: 
(a) 100 70 9i se 7% at -y ‘72. 80 
(b) 100 43 51 41 87 387 82 BO =4i 66 129 
(c) 100 68 88 85 72 65 09 7 
(a) Current. 
(b) Savings and time. 
(c) Total. 
1 The Times Trade and Engineering Supplement, Banking Number, June 24, 
19%), p. 25 


s Memorandum on Commercial Banks (1913-29), League of Nations, Table V, 
pp- 30-32. 
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Tables exhibiting the same tendency may be given for other 
countries as well. Norway and a few other countries show a 
tendency towards the growth of demand deposits but they are not 
a real, only a formal, exception to this general trend towards a 
change in the composition of deposits. 

This change in the composition of deposits was accompanied 
by a parallel movement in the composition of credits which 
showed a marked tendency to shift from shorter to longer accounts. 
A comparative study of the indices of ** loans and advances ` and 
‘* discounts "' clearly demonstrates a remarkable tendency in post- 
war years for the former to increase relatively to the latter in all 
countries except England, France and Italy. But even in these 
countries, since 1921-23 ‘* loans *’ tended to grow much faster 
than “ discounts '’. Loans are not self-liquidating in the same 
sense as discounts and are advanced generally for longer periods. 
Thus credits tended to show a decisive shift in favour of long-term 
accounts. Again an examination of the indices for ** investments `’ 
and “ discounts, loans and advances "" shows that the former 
increased relatively to the latter during the period under review 
in the majority of countries, including Canada and the United 
States. Thus in the United States, the index for total discounts, 
loans and advances rose to 163 in 1929 while that, for securities 
and participations rose to 247. In Canada, the index for the 
former rose to 138 while that for the latter rose to 286. The 
tables given below indicate illuminating trends for bank credits to 
shift from shorter to longer-term accounts in the years after the 
first Great War’: 


1913 20 21 22 2 2 25 2 27 2 


3 


U.S.A. : 
(a) 100 8&7 136 124 125 134 180 141 147 164 163 
(h) 100 90 153 169 180 198 198 206 242 261 247 
Canada : 
(a) 6100 82; 100 9 92 85 89 104 117 181 138 
(b) 100 165 233 213 266 319 321 303 334 435 286 


(a) Total discounts, loans and advances. 
(b) Securities and participations. 


i Memorandom on Commercial Banks (1913-29), League of Nations, Table V, 
p 3. 
123—1953 B 
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This change in the composition of bank credits is noticeable 
in the case of almost all countries. The exceptions are few and 
unimportant. 

The parallelism between the movements of credits and 
deposits as brought out in the above tables, however rough it may 
be, is a very striking phenomenon and can hardly be purely 
accidental. * It would appear to reflect a change in the character 
of the operations of the commercial banks or a strengthening of 
tendencies previously at work in Europe at any rate.” The 
banks devoted less attention than formerly to discount credits and 
were to an increasing extent financing industry by direct advances 
either on current accounts or in the form of long-term loans. 

The continued increase of deposits in the case of the German 
banks, it may be recalled, brought about a change in their 
character. ‘They became more and more akin to deposit banks 
in pre-war England and America. The same factor, viz., the 
growth of deposits, altered the status of the commercial banks 
elsewhere in quite a different, nay, quite an opposite direction. 


Reconstruction of the Theory of Commercial Banking : 


This widespread drift of commercial banks into investment 
channels naturally excited a great deal of comment. It served to 
focus attention on the sound principles of commercial banking in 
a manner which would never have been thought of before. It 
seemed as if the entire basis upon which commercial banking 
theory was built were being shaken to its foundation. Conditions 
had changed so entirely since the first Great War, and the 
incidence of the world-wide depression on industry had been so 
severe, that opinion was rapidly gaining ground for a reconstruction 
of the whole theory of commercial banking. The orthodox theory 
of commercial banking had been developed long before organised 
stock exchanges spread over the wor'd. In those days the market 
for securities hardly existed and direct investments in them were 
practically immobilised : they were not convertible into cash at 
will or immediately. In the circumstances, the trade discount or 
the commercial bill was regarded as self-liquidating and definitely 
superior in point of liquidity to other types of bank loans. With 
the growth of recognised stock exchanges and the improvement 
and widening of the market for high-grade bonds, their unsaleable 
character has been removed and the whole question of © bank 
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liquidity ° has come to be viewed from an entirely new aspect. 
Marketable securities have begun to be considered, not unjustifi- 
ably, almost as liquid as, nay, even more liquid than, the 
customer's ordinary paper. For the banks can immediately 
furnish themselves with cash by their sale whereas the customer's 
paper cannot be realised upon until the date of maturity. The 
real bills doctrine, according to which commercial bank earning 
assets should be restricted to real bills of exchange or self-liquidat- 
ing commercial papers, has been challenged in recent years by 
well-known writers. It has been denied that self-liquidating 
loans can be liquidated in large amounts without disastrous 
consequences for business activities. Any individual bank, it has 
been urged, will be in a liquid position if only it has assets, 
regardless of their nature, which can be sold readily.’ The 
meaning and nature of the concept of ** bank liquidity * has thus 
undergone a remarkable change and the practice of commercial 
banks to invest in marketable securities and to make loans secured 
by them has rapidly developed.’ 

The point has been made that in normal times and only 
excepting a serious financial crisis, high-grade bonds having a 
wide and active market may be liquidated without extraordinary 
losses. The commercial banks may therefore increase their 
reserve ration more quickly through the sale of bonds than through 
the liquidation of the customer's paper. In times of emergency- 
however, the securities can be sold, if at all, at such heavy losses 
as to make liquidation impracticable. But it may be contended 
that in a crisis, no paper is liquid." 

It may, indeed, be argued that the desire to keep commercial 
banking assets liquid because the deposits are at call or at short 
notice is a survival of a state of affairs which has ceased to exist. 
Individual banks are no longer exposed, in the same sense as of 
old, to their depositors coming and asking them for cash. The 
method by which the public, if so willing, proceeds to withdraw 
savings from the bank has changed. As Mr. Robertson has 
observed, ‘‘ At present if depositors want to withdraw savings 
from their bank, it does not take the form of asking for notes 


t L. W. Mints, A History of Ranking Theory, pp. 264-65. 
2 Memorandum on Commercial Banks (1025-33). League of Nations, Geneva. 
1934, p. 7. 
3 " Social Aspects of Commercial Panking Theory ""—an article by F. A. Bradford, 
in the American Economic Review, Juno, 1933, p. 219. 
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but of spending their money more rapidly.’"' From the point of 
view of the banks as a whole nothing is withdrawn and there 1s 
practically no danger that anything will be withdrawn. “' Though 
each individual deposit were payable on demand, the whole mass 
of deposits constitutes a mass of monetary obligations almost as 
fixed and immobile as the most stagnant type of banking asset.” 
Industry is now obtaining its current finance from funds raised 
in the capital market and even more out of profits put to reserve. 
Banks are, therefore, deprived of an important type of their 
business. In the circumstances a case for a change in the policy 
of commercial banks with reference to industry is being put 
forward in many quarters. Thus Mr. A. T. K. Grant in a receipt 
publication, referring to the prevailing tendency of British banks 
to remain holders of Government securities on a large scale, 
strongly urges them to reconsider their relations with industrial 
undertakings and explore the possibility of lending either directly 
or through associated financial enterprises for longer periods than 
they were then prepared to do.” The danger of losing through 
this type of lending will not be greater than the risk of depreciation 
on holdings of long-term Government securities. In more recent 
times owing to the special circumstances created by the Second 
World War, well-known bankers in England and the U.S.A. are 
thinking in terms of a relaxation of their conservative codes of 
banking policy and of widening their horizon.” 


Merits of Mixed Banking : 


This drift of commercial banks into the investment field is 
not without its advantages to industry. The history of German 
banking furnishes ample evidence as to how commercial banks 
carried on industrial financing without serious risks and certainly 
not without success. Judged by results, the combination of banking 
functions has not also been unsuccessful in Denmark and 


i Minutes of Evidence, Committee on Finance and Industry, Vol. I, p. 329. 

2 a. T. K. Grant, A Study of the Capital Market in Post-War Britain, p. 188. 
“The banks will be well-advised to take a wider view and in one way or another to 
lend for longer periods when they are satisfied that their elient# are solvent. Certainly 
the danger of losing money through this type of lending might be lesa than the danger 
of depreciation on holdings of long-term Government securities purchased at prices so 
igh that they were returning around 3 per cent. A 

s Bee the present writer's “ Recent Banking Developments“ (Third Ed.), p. 356. 
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Switzerland. The deposit banks in Denmark have for a long time 
issued with success industrial shares and debentures and also made 
large loans against securities... As Mr. Whale has pointed out, 
“ The industrialist is in contact with the bank through his 
ordinary banking connection in the investment market. The 
bank knows his business intimately; it can help him with the 
capital he requires for its development either by undertaking an 
issue of shares and debentures immediately or by making an 
advance in anticipation of such an issue at a later date; it can 
advise even as to the outlook in the investment market, and 
finally when an issue is made, its influence with the investing 
public goes far to ensure the successful placing of the securities." 

The mixed system of banking is not necessarily incompatible 
with sound banking. We do fully recognise that the primary 
duty of commercial banks is to look to the safety of the funds 
entrusted to them by the depositors. For that they have to keep 
their assets as liquid as possible. We are not for a moment 
suggesting the adoption by them of any policy that would lock 
up their short-term funds, the demand deposits, in long-term 
loans to industry. But the paid-up capital of the banks, their 
surplus funds and the time and savings deposits represent 
resources which stand in a wholly different position from demand 
deposits ; these are not subject to repayment on call. If capital 
and reserves are relatively large in proportion to deposits, and if a 
considerable portion of the deposits constitutes time and savings 
deposits, a portion of these funds may perhaps be legitimately 
employed in the long-term financing of industry. Real savings 
deposits represent investment surpluses of individuals and may, 
therefore, be properly used for fixed capital investment purposes. 
But an essential preliminary condition to the pursuit of this 
course with safety is the complete legal segregation of the savings 
bank department of a commercial bank, having its own books 
and balance sheets and separate special assets to meet the claims 
of its depositors. A much more legal and actual differentiation is 
alsd called for between time and demand deposits than exists at 
present. The possibility of confusing the two accounts must 
definitely be precluded. Time deposits may be made subject to 
90 days’ notice and the right to require notice should be 


1 A. M. Allen, etc., Commercial Ranking Legislation and Control, p. 2°. 
2 P. D, Whale, Lectures on English and Continental Banking (delivered March 26, 
1941), Journal of the Institute of Bankers, July, 1931, p. 387. 
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obligatory and not merely optional.. They should also be 
restricted to pass book type accounts and limited in size to a 
certain maximum. Only under such circumstances may the time 
and savings deposits be employed for long-term financing 
transactions, always taking care that such funds are held absolutely 
in the soundest assets. 

is The seriousness of risks may be greatly reduced by the 
pursuit of a cautious and judicious policy of carefully selected 
investments and by working in Syndicates. Among industrial 
securities, high-grade bonds having a wide and active market 
may be chosen, and the principle of diversification of interests 
may be followed carefully. The machinery of valuation 
must be highly improved to guard against defective valuation, 
when advances are made on security of block of industrial 
concerns. Real estate loans should, however, be avoided as far 
as possible. They proved, it may be recalled, the weakest link 
in the recent American banking developments. There is a 
practice among certain banks of Europe to obtain funds for their 
less liquid investments by issuing 3 to 5 year debentures. For 
instance, the L’ Union de Banques Suisses in Switzerland derives 
part of its working capital from the issue of its own bonds. The 
funds raised in this manner may also be legitimately employed for 
industrial financing. 


Its Drawbacks : 


At the same time it must be remembered that there are 
certain serious drawbacks of any such change in the policy of com- 
mercial banks. The investments of the resources of the banks in 
bonds and other securities is doubtless highly profitable in the 
years of prosperity and boom but in the years of depression when 
prices of securities depreciate, they find that a considerable portion 
of their assets have not only become ‘* frozen '* and unrealisable 
but that most of the value has disappeared. The deposit banks 
which had also become banques d' affairs found themselves in a 
hopelessly exposed position in the financial blizzard of 1931 that 
swept from one end of the world to the other. The American 
banks, which had heavy commitments in the stock market either 
directly or through their investment affiliates, were seriously 
affected by the sharp fall in security prices. Dr. Goldschmidt 
has estimated that all told in the portfolios of commercial banks 
one-half to two billion dolars of securities became seriously 
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endangered and even completely frozen in the crisis. Even at 
the minimum quotations of 1932, losses on these holdings 
amounted to more than one billion dollars representing about 
10% of the capital and reserves of all commercial banks.’ The 
French and Japanese banks also suffered tremendous losses 
owing to the pursuit of the same policy of heavy investments in- 
industrial securities. In an earlier period (1920) the Swedish 
banks had to write off 700 million kronor mainly on account of 
industrial debts.* 

There is another serious risk attending such practice. 
The policy of long-term investments is apt to be frequently carried 
beyond the limits of prudence. The banks will then be placed 
in a hopelessly unliquid position. In France the Banque 
National de Credit broke down in 1932 owing to a policy of 
imprudently immobilizing a considerable portion of its capital 
in industry and not sufficiently spreading out its risks." At the 
same time it must be noticed that the other banques de depots 
which had taken the necessary steps to strengthen the liquidity 
of their position at the first signal of the approaching financial 
crisis were not so badly affected. The disastrous consequences of 
imprudent management are also illustrated by the difficulties of 
the Austrian Creditanstalt which were directly traceable to its 
being inextricably involved in the fortunes of Austrian industry. 
The activities of the American banks in the stock and the real 
estate market during the boom of 1929 clearly demonstrate where 
this policy of mixing functions may ultimately lead the commercial 
banks. They fostered a spirit of speculation all over the economic 
structure which ultimately became ‘fan epidemic and one so 
virulent that none of the usual antitoxins could stop its course 
until it had driven stock exchange quotations and real estate value 
to dizzy heights, placed several billions of very questionable home 
and foreign securities and lulled an increasing number of people 


bn 


1 R. W. Goldschmidt, The Changing Structure of American Ranking, p. 105. 

2 * Banking and Todustry in Sweden “"—an article by K. Weling Berger in The 
Times Trade and Engineering Supplement, Banking Number, June 9, 1928. p. 19. 

3 ‘The Bank has made large advances to the Comptoir Lyon Alemond. It got into 
‘difficulties in September, 1931, and a run on it began. The State had to interfere, 
creating a guarantee fund. Early in 1932 it was decided to wind up the institution and 
transfer its business to a new company, the Banque National pour le Commerce et 
7Industric whose capital was guaranteed by a Syndicate including the Bank of France, 
the Credit Lyonnais, cte.—The Statist, Int. Banking Seo., Nov. 12, 1992. Also Memo. 
randum on Commercial Banks, 1925-39 (League of Nations), Geneva, 19%, p. B. 
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into the illusion of paper riches and paper profits.” Banks in 
America had rushed recklessly into the investment field. As a 
result many of them became hopelessly waterlogged with long- 
term bonds and real estate loans which were absolutely unrealisable 
and had to shut their doors. Even Federal Reserve Banks could 
not render any assistance to the distressed institutions as their real 
estate holdings and bond portfolios were not eligible as a basis 
of loan with the Reserve Banks. In connection with these bank 
failures some startling disclosures were made as a result of 
Congressional investigation which showed that various illegalities 
and excesses were committed by the more speculative banks and 
their numerous affiliates. Affiliates, for instance, were very 
frequently employed by the banks to give their own stock an 
activity and popularity which they did not possess, ‘* Some 
entered into speculative commitments for the short or the long 
run, some financed stock operations of officers and directors of 
parent banks, others muddled in real estate operations and often 
manipulated the stock of the parent banks buying and selling 
and participating in pool operations."" ‘These activities are 
calculated to earn enormous profits so long as there is an upward 
tendency of the market but must end in losses as soon as the 
market falls. The panic of 1929 was ` essentially a stock 


market convulsion "’ produced by the speculative activities of the 
banks and their subsidiaries.’ 


Post-Depression Reaction—the Drive Against Mired Banking : 


The American Banking Act of 1933 took a serious view of 
the speculative activities of the banks and their affiliates. The 
American public's fingers had been badly burnt and the whole 
development had come to be universally condemned. The Act 
was vitally concerned with the dispersal of the menace of the 
banks’ security affiliates; and a considerable portion of it was 
occupied with this particular question.” Under its provisions 
commercial banks must divest themselves of their interest in any 
investment affiliate and must shun all issuing and underwriting 
activities. The Act endeavoured to bring akout a complete 


+ R. W. Goldschmidt, The Changing Structure of American Banking, 1933, p. 96 

2z ‘* Specolative Activities of American Pankers “-—an article by H. P. Willis in 
the Ranker, February, 1931, p. 185. 
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divorcement between commercial and investment banking not only 
by tabooing the security affiliates of the commercial banks, but 
also by providing measures which were designed to keep invest- 
ment banking strictly within its legitimate province and restrain 
it from infringing on commercial banking. Thus it was not only 
prescribed that after one year of the passage of the Act no member 
bank might be affiliated with any institution engaged principally 
in the issue, flotation, underwriting, public sale, or distribution 
of stocks, bonds, debentures, notes or other securities; but 
investment banks were also denied the right to receive deposits 
subject to cheque or to repayment on presentation of a pass book, 
certificate of deposit or other evidence of debt upon request of a 
depositor. Inter-locking directorates were declared unlawful and 
no officer of a member bank would be permitted to become a 
manager, director or other officer of an investment house.’ The 
Banking Act of 1935 further provided that the total amount of 
investment security of any one obligor held by a national bank 
should not exceed 10 per cent. of its capital and surplus.’ 

The segregation of commercial banking from investment 
banking proper was not peculiar to the United States alone. 
Indeed one of the most remarkable trends of commercial banking 
in the years after the crisis was the displacement of © mixed 
banking *’ not only in countries where the functions, originally 
separate, became mixed up in the post-war years but also in 
countries which were the traditional homes of such banking. 
The widespread havoc caused by an intermixture of banking 
functions during the crisis in a number of countries prompted 
legislators to bring about a divorcement between commercial and 
investment banking. In Germany, it will be recalled, the 
German Credit Act of December 5, 1934, definitely curbed the 
investment banking activities of the German banks. In Belgium 
from Ist January, 1936, all deposit banks, i.e., ‘* those whose 
business it is to accept funds at interest payable within two 
years ` were prohibited from taking shares or participations in 
any commercial or industrial enterprise and those who were 
holding industrial securities were required to give them up before 
that date.” Swedish banks which had played an important part 


1 * The Banking Act of 1933 ““—an ‘article by R. B. Westerfield in the Journal of 


Political Economy, December, 1933. 
2 “ Tho Banking Act of 1935 '""—an article by H. H. Preston in the Journal of 


Political Economy, December, 1935. 
3 A. M. Allen, etc., Commercial Banking Legislation and Control, p. 86. 
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in the provision of long-term industrial finance were forbidden 
under the Bank Act of 1933 to acquire shares and lend on security 
except under certain specified conditions. In another country, 
Italy, where there was a banking tradition of long-term financing 
of industry, recent changes in banking law strikingly illustrate the 
same tendency towards a complete separation of functions. The 
law of 1935 prohibited the Argentine banks to hold for a period 
longer than two years after their purchase industrial shares or 
debentures to an amount exceeding 10% of their capital and 
259% of their surplus and to participate in industrial, commercial 
or agricultural enterprises of any type." 

A survey of post-depression banking legislation in various 
countries discloses further an almost universal tendency to restrict 
ownership of real estate except bank premises. The case of 
Germany has already been mentioned. In Sweden banks were 
not to acquire real estate except as a result of foreclosure but must 
dispose of it as soon as possible. In Denmark ownership of real 
estate other than bank premises came to be restricted to 20% of 
the banks’ capital. In Italy all proposed purchases of real estate 
had to be submitted to the Bank Inspectorate. In America, no 
doubt, the terms on which national banks could make real estate 
loans were somewhat liberalised by the Banking Act of 1935. 
They were permitted to lend against real estate for a period of ten 
years against a maximum of five years formerly and under certain 
conditions up to 60% of the estimated value of the property 
against 50% formerly. The aggregate amount of real estate 
loans to be made by national banks was also increased from 
50% of their time and savings deposits or 25% of their capital 
and surplus to 60% of their time and savings deposits or 100% 
of their capital and surplus whichever was greater.” But this was 
against the main tenor of recent banking legislation. The 
disastrous experience of American banks with such loans during 
the last boom did not certainly warrant such relaxation of law. 

Speaking in 1931, it was argued by Mr. P. B. Whale that 
the advantages of the mixed system to industry might perhaps 
he best secured without exposing the depositor to any greater 
risk than he ran under the British system by the association or a 


1 Allen, Cope, Dark, cte., Commercial Banking Legislation and Control, pp. 27-28. 


2 “The Banking Act of 1935 ""—on article by H. H. Preston in the J al af 
Political Economy. December, 1935. PREN 
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deposit bank with an affiliated financing and issuing institution.’ 
It is needless to say that the mixing up of the accounts of the 
two associated concerns should be scrupulously avoided. We 
have already noted the remarkable tendency on the part of 
American and French commercial banks to establish these sub- 
sidiary companies to carry on transactions hitherto considered to 
be outside the sphere of their activities. In Italy also the same 
kind of association of a commercial bank with an affiliated 
financing institution was achieved in another manner. In 
America and France commercial banks established subsidiaries 
to carry on investment banking functions, while in Italy they 
tended to shed their mixed banking character by forming affiliates 
to engage in industrial participations. When in 1930 the 
Credito Italiano was merged with the Banca Nazionale di Credito, 
it was decided that former should specialise in banking business 
proper and the latter in long-term industrial financing.” By 
another agreement the industrial investments of the Banca 
Commerciale Italiana were taken over by a financial company, 
viz., the Societa Finanziaria Industriale Italiana.” It may be 
recalled that the establishment of subsidiary companies had 
similarly tended to bring about a separation, and not a fusion, of 
banking functions in Germany. When the credit banks swerved 
round once again to deposit banking on the lines of the pre-war 
English system, special investment companies came to he 
established by them.* Prof. Henry Clay addressing the 
Manchester Statistical Society in 1932 also suggested that British 
banks might consider the possibility of forming security affiliates 
on American lines for the purpose of providing long-term capital 
to British industry. The suggestion was warmly endorsed by the 
Economist, though the paper stressed the importance of studying 
closely the implications and consequences of the American system 
of security affiliates.” But the inherent dangers in the operation 
of the security affiliates were clearly exposed during the inflationary 
period in America culminating in the stock-market crash of 1929, 
and we believe that their establishment will be calculated to do 


1 P. B. Whale, Lectures on English and Continental Ranking (delivered March 26 
1991), Journal of the Institute of Bankers, June, 1931, p. 390. 

2 The Statist, International Banking Section. November 12, 1992. p. 704 

3 The Statist, Tth and 14th November, 1931. 

« P. B. Whale, Joint-stock Banking in Germany, pp. 972.723. 

3 The Economist, March 12 and April 90, 1932. 
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more harm than good. Following the collapse, as already noted. 
further defects have been brought out in their plan of operation. 
The disastrous consequences of the speculative activities of the 
American banks’ affiliates are still fresh in the public memory 
and must be taken into account when recommending their 
formation by the commercial banks of any country. The manner 
in Which they entered into an orgy of speculation and involved the 
parent banks in enormous losses shattered all confidence in 
American banking. For all these reasons we hesitate to make any 
recommendation for adopting a similar policy of establishing 
security affiliates by commercial banks. We have no doubt that 
neither Prof. Clay nor Mr. Whale would ever have approved of 
the establishment of security affiliates if they were speaking in, 
1933 after the wild and nefarious activities of the American 
subsidiaries had been exposed to the full blaze of publicity as a 
result of Congressional investigation. 





CHAPTER V 


PROBLEMS OF INDUSTRIAL FINANCE IN INDIA: 
BANKS AND OTHER FACTORS IN INDIAN 
INDUSTRIAL FINANCING 


The relationship between banks and industry having been 
examined, an analysis of the main problems of industrial finance 
in India may now be attempted. The principal agencies for the 
supply of industrial finance in the country are (1) Joint-stock 
banks, (2) Managing Agents, (3) The State, (4) Local banks 
and Loan offices, (5) Indigenous bankers and money lenders. 
Deposits from the public also form an important source of finance 
in the cotton mill industry in some centres. Among all these 
factors, the Managing Agents have played the most important 
part and constitute a unique feature of India’s business 
organisation. With the passage of the State-Aid to Industries 
Acts in the various provinces in the country after the first 
Great War, the State began to take an increasing interest in 
the financing of the industries of India. A detailed examination 
of the managing agency system with particular reference to its 
function as a supplier of industrial finance will be made in the next 
chapter. A study of the part played by the State in the provision 
of industrial finance and an analysis of the working of the State-Aid 
to Industries Acts in the different provinces of the country will be 
made in a subsequent chapter. A review of the similar activities of 
the State elsewhere in the years after the First Great War will form 
an interesting and useful background for such a study and will also 
be attempted later on. The present chapter will be devoted to an 
examination of the main problems of industrial finance in India 
and the part played by the banks and other factors in providing it. 

In the western countries the question of providing initial 
capital and that for extension and reorganisation of industry has 
assumed in recent years important prportions, and the problem 
of furnishing working capital to industry is only subordinate to 
that. The demand for short-term industrial credit has been met 
there fairly adequately and cheaply. The complaint on the part 
of industry is chiefly about long-dated capital. But the problem 
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of industrial finance in India is not limited to the provision of 
long-term capital alone. The insufficiency of working capital 
and the high cost of such as is available are an inportant 
element in the problem of industrial finance here. While the 
attention of western countries in recent times has been principally 
directed towards solving the problem of long-term industrial 
finance, India is concerned with the question of both short and 
long-term financial facilities for her industries. 

Indian industry has to labour under specially great diffi- 
culties to raise its requisite long-term finances, whether for initial 
capital expenditure on land, machinery and buildings or for 
development, extension and reorganisation. The Indian invest- 
ing public are proverbially shy and are reluctant to make direct 
investments in industry. Land constitutes perhaps the most 
attractive field for investments in India. Even those who seek 
other avenues of investments show a remarkable preference for 
government securities, municipal and port-trust loans and postal 
cash certificates, rather than for industrial shares and 
debentures.’ 

The banking system is modelled closely on the lines of the 
English deposit banking as it stood before World War T which has 
a long tradition of maintaining an attitude of aloofness from in- 
dustry ; and as such it is not at all equipped for the provision of 
long-term finance to industry. India has not the continental 
system of banking organisation nor does she possess the issue houses 
of England or the investment banks of the United States of 
America. Industries in India are unable to have their shares and 
debentures underwritten as is commonly done in the West. One 
or two wealthy financiers or firms of brokers may have occasionally 
underwritten “the shares of some industrial companies. But 
there are no firms or groups of capitalists who make a regular 
business of underwriting industrial securities. ‘Chere have even 
been instances in recent years where the promoters of certain 
public utility companies failed to get their issues underwritten 
on any terms.” Insurance companies are large institutional 


L Report of the Indian Central Funking Enquiry Committee, Vol. I, Part I, p. 492. 

2 Replies to n special questionnaire, Calcutta Stock Exchange Association, Ltd.— 
Indian Central Banking Enquiry Committee, Vol. IT, p. 688. In more recent years a 
number of well-known stock brokers have underwritten industrial issues in Calcutta, 
Bombay and Madras. Some commercial banks have also been known to bave under- 
written sbares and debenture issues of industrial companies. Such underwriting activities 
are to be witnessed chiefly durng boom periods. 
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- investors of industrial finance elsewhere. In Japan and the 


United States particularly they have played an important part in 
the provision of long-term finance by investing in mortgages on 
real estate and on factories as well as in industrial securities. 
The table given below showing the investments of insurance 
companies in Japan illustrates the various ways in which they 
have furnished this long-term finance’ :— 


Year, No. of Mortgages on Mortgages on 
Tosurance Cos. real estate. factories. 


(In thousands of Yen) 


1932-33 cas 89 82,070 118.836 
Loans on securities. Stocks. Dehentures, 
220,415 332,179 482,825 


The investments in the National and Local Bonds were 


only 212,727,000 ven. In the United States the funds of life 
insurance companies are frequently placed in mortgages and 


unlisted securities which are not particularly marketable but 
which afford a good yield.” In England also the distribution of 
‘insurance companies’ investments (1934) show that between a 
quarter and a third of their funds are in the form of securities 


in railway companies and industrial enterprises. The tendency 
towards an increased holding of industrial securities has mani- 


fested itself since 1920 and has been accentuated in recent years." 
In India, on the other hand, insurance companies have always 
put the bulk of their funds in government or semi-government 
securities and have generally avoided industrial securities and 
renl estate mortgages. It is only in recent years that they have 
been taking an interest in the latter and the percentages of their 
investment in shares in Indian companies and mortgages on 


_ property have been increasing. But the majority of insurance 


companies in India have very little to do outside government, 
port-trust and municipal securities, and 70% of their assets are 


3 = still invested in them.* Under the provisions of See. 27 (1) of the 
* 3 PS 


3 Thirty-fourth Financial and Economic Annual of Japan, 1954, pp. 112-13. 
2 C. P. Biddle and G. E. Pates, Ineestment Ranking, pp. 11-12 
a A. T. K. Grant, A Study of the Capital Market in Post-War Britain (57), 


pp. 168-00. , 
- 4 In 1921, 1.6 p. e. of their assets was invested in shares of Indian corm panies 
and 1.67 p. c. in mortgages. The percentages in 1996 rose to 6.77 and 3.88 respectively. 


Š 


(Article in the Calcutta Review, June, 1999, p. 225.) Ta 1910 a littl over ð p. c. was 
invested in indostrial shares, In 1948 this percentage, however, is found to have been 
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recent Indian Insurance Act,’ the insurance companies of our 
country have been compelled to invest 55 per cent. of their liabili- 
ties to holders of life insurance policies in government and govern- 
ment-approved securities. Whatever scope was available to insur- 
ance companies for providing industrial finance has been seriously 
curtailed by the Insurance Amendment Act, 1950 which rigidly 
controls the investments of insurance companies. In recént years a 
few investment companies have been started but all of them cannot 
be characterised as investment trusts. Mo8t of these companies 
are small sized and a large proportion of their investments consists 
of government and semi-government securities, so that holdings of 
industrial shares and debentures arë relatively small.” 


Methods of Raising Fixed Capital for Indian Industry - : 


The financing of fixed capital expenditure of industry is, as 
elsewhere, sought to be done out of paid-up share capital: The 


bulk of this paid-up capital is ordinary or common stock. Prefer- — 


ence shares have been issued’ in some cases but they Are not very 
popular in India. Tt appears that jute mills have relied more than 
the cotton mills on this source of financing. Ont of the 59 jute 
mills given in the Investors’ India Year Book (1988-39) as many 
as 52 issued preference shares. The amount of capital raised by 


e 


means of preference shares formed nearly 34% of the total capital — 


of the mills. Only 25 cotton mills out of 60 quoted issued pre- 
ference shares amounting to 18.2% of the total paid-up capital, 
Tn the tea industry out of 130 companies only 25 issued preference 
shares amounting to Rs. 76,35,000 while their ordinary shares 
were valued at Rs. 4,82,11,400 and the preference shares, there- 
fore, formed only 14% of the total capital.” Of the 28 sugar 
companies quoted in the Caleutta Stock Exchange only seven 
issued preference shares (amounting to 8.2% of the total capital). 
In the iron and steel industry, the Tata Tron and Steel Co., Ltd., 
is a remarkable exception in that it raised 70% of its share capital 
by means of preference shares. : 


As regards debenture finance, it is also interesting- to. notë 
that unlike European countries, industries in India. have note 


1 The Indian Insurance Act, 1938, See. 27(1). OF pis 


- 


> Bimalchandra Ghosh, A Stady of the Indian Money Market, p. 278. In 


recent post-war years somo investment trusts in Tndis have shown a much higher percent- 


age of investments in preference shares and equities of intustrial companies than in 
Government Securities. — è p a 

> Tovestor’s todtia Year Book. Place, Siddons A Gough, 1938-99, dd p= 
2. n —— 
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“ been able to resort to this form of Aiia to “any very great . 
extent. - Debentures have always constituted an important source 2 
out of which industrial concerns in western, countries have : 
derived ‘tlie necessary funds for mecting capital shortage in block .. 
or the expenditur or extensions and replacements. or even normal 
working expenses. In India, in some cases, extensions and 
replacements of plant and maehinery have no doubt been, financed 

oy the issie of debentures. But they are, as a rule, limited. in . 

and constitute here a very small proportion of the total 

— capital of ifidustrial enterprises. The. following table 

„brings out in striking fashion the — part played by 

debentures in industrial financing in India.’ 


Joint-Stock —— sd” _ Joint-Stock Cofmpanies 2, ` 
be fo Şe in Calcutta list. ng in Bombay list. _ ` yo 
Share” Capital e Rs. 76.80 crores” Rs. 52.83 crores 


à Debentures = entree «8s = r $, By) ee 


eg Wu of 59 quate. mills quoted in the investors’ India Yén? Book = 
-(1938- 39), hin debenture capital and the percentage of debenture to i 
total capital | wa’ 10. Out of GO cotton mills quoted only 16 issned : 
* debentures which represented 15.6% of the total share capital. 
In the tea industry debentures: formed 4% only of the share- 
* capital. In the sugar industry tlre proportion ` ‘of debenture tó 
* = paid-up capital was higher than in any of the above industries. 








. 
* 






I was 92. 99% of the total capital.’ r 
f The tive insignificante of debenture capital in India is * 
* due tö a variety, _of reasons. Mr. (now Sir) K? M. Macdonald, ` 
i Matinging Governor of the Imperial. Bank, made the point hefore 
ae the Indian, Central Banking Enquiry Cõrmittee. that — ~ 


tures, were not a popu ar method af anvestment -aw ith * Indiang, 
3 — —— of the Indian investors* had an attraction. “én 
faut he peculiti ‘The favourite consideration, with them. was © 
Ae —— ppreciatien rather? than steady yield. . Debentures, as a» 
rule, offered “little prospe — appreciation” and theres. | 
“fo d ‘unattractive fliem.” Theré my De a elass ol” JU 
E medline investors —— only consideration. is -eapital 
RAL ) 0 ~ “>> ~ 
— — — gi Comnsttee. Voli z. Pärt TT — Repot), 

E x 
8.49% of tho — capital of industrial com the Calentta 

. tw —— raised „by igue.. sf tahoe —— — — 
of Eyed of Nir Ke E. Macdonald, Tadion, Contest —J 


p Vál. AM. ꝓ. 226, * g5 
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= appreciation buf that is not the entire explanation of the 
unpopularity of debentures. It does not explain the enormous 
=~ amount invested by the Indian public in government securities, 
"postal cash certificates “and municipal and port-trust loans. 
-The prospect-of appreciation in value of such securities is not 
at all large, yet they attract a considerable number of investors. 
The unlikelihood of capital appreciation does not count much. 
It is the nature of the security offered which counts. When 
the security is satisfactory and the yield is sufficiently attrac- 
tive, the public will subseribe readily. In Calcutta, jute - mill 
debentures have proved än attractive field for investment. «Jute 
t mills here have been able to issue debentures at rates almost as 
cheap as those for government loans. -The rate current for jute 
mill debentures in 1929 was 549% which was only one-tenth — . 
per cent. higher than the rate payable by the Government of + 
“ India for its loans and nearly }% cheaper than the rate paid by 
= the Bombay Municipality." Sound jute mill debenturés have 
often commanded a price’ which gives.an even smaller return ~=- 
than is available in some government securities. © The’ debenture 
issues of jute mill companies even under Indian managing ^ 
agents, such as those of the Hukumchand Jute Mills and. of the 
Birla. Jute Manufacturing Car, have been sold without “much «© 
difficulty. Debentures of” tea companies are also soùght “after = 
_in Calcutta.” Debentures of cotton mills have not, however, * 
been so popular a method of investment in Bombay. This is 
entirely due to the low state into which the industry fell in ta" 
recent years. Until the- prospects of Bombay mills , waned, 
; debenttires were evén more current there’ than in .Caleutta.’ 
+ 2 The payment of initial stamp duty has often been pe R 
to be a cause of the unpopularity of debentures. In addition to ~ 
the usual «interest, the. industrial company issuing debentures*has — 
. to pay the initial Jegal and stamp charges ($96 plus charges for 


— registration) and glso an ‘underwriting commission. varying from 
_ « 2 0.5%. But the question of inftial stamp duty has hardly any 
ret bearing on the popularity or otherwise of industrial debentires:*~ + 


W. No stamp duty has to be paid on debentures by the purebaser 
. wnless they are in registered. form,*of whieh there. aresnot more *- 
i D Vo 4 ~~ n t od, * at 
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than about half a dozen in Calcutta. The stamp duty in that ~ 
case isthe same as for share transfers.’ . eae 
The true reasons for the unpopularity of debentures must be 
sought Glsewhere. Tn the first place, there are no issue houses in 
~ India to help the debenture issues,» There are no institutional ~ -. 
investors which could take up the debenture issues of various 
industrial companies. The Imperial Bank of India Act of 1920 
did not permit the Bank to hold them, although that restriction ’ 
has recently been removed on the establishment of the Reserve 5* 
Bank and the consequent passing of the imperial Bank of India . ` 
(Amendment) Act, L934." The other joint-stock banks do not ~ 
take to them as there is not always a ready market for their 
disposal. The size of most of the debentures is small and they Psi 
* taken up almost entirley by a limited group of financiers. 
ie majority of the debentures issued by cotton mills in Bombay — 
were taken up by Indian” princes and wealthy merchants. An * 
eerie of debentures worth Rs. 25 lakhs by the Simplex Mills was | 
— tirely held. by the Chartered* Bank.’ In the circumstances 
~~ “no real market is created for the issues. The debentures of the 
— Tata Iron and Steel Company and of the Tata Hydro-Electric 
¿Company are two of the few exceptions where they have a regular 
market. i | — 
n-i The attitude of the banks has perhaps been most responsible 
F for the unpopularity of debentures as a method of industrial 
financing in~ the country-~ The ‘proceedings of the Indian” 
= Central Banking Enquiry Committee proved beyond the shadow 
. -of doubt that industrial concerns which had issued debentures 
were not looked upon with favour by the banks. Their credit with 
the banks became impaired and they found it difficult to secure A 
bank loans and cash credits on the usual terms. “It must be a 
_ very narrow view, as Dr. Jeidels-observed, that simply because a 
* concern was not-exclusively financed by its share capital, it was 
- not eligible for banking accommodation,’ 
In the western countries there are noticeable, in later post- 
"war year, two “Wnnlistakable. trends in industrial financing. 
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Daring the period 1925—31 preferénce shares gained increasing 
| pularity among investors in the West. There was an almost 
i tendency among the public to invest their savings in 
-preferred rather than in ordinary shares which have to earry the 
all risks of the industry. The composition of the share capital . 
of ‘business corporations» accordingly underwent a remarkable 
+ change. In the United States, preference. stocks formed in 1929 
: — of comnfon soteks while they had formed only 22.7% 
= in 1924. Similarly in the United Kingdom, the percentage of 
"preferred to ordinary capital rose from 56.5% in 1924 to 58.4% 
“jm 1929." This relative increase in preference shares was partly 
_* the ottcome òf the prevailing economie conditions of a disturbed 
. period which imcreased the general insecurity of business enter- 
~ “prises. Investors were generally — to face the full risks 
which the holding of ordinary shares must imply and were guided 
by considerations of *' safety `’ rather than of ‘f yield.” But 
“ the tendéncy was also partly the result of an increase in the 
> “number of small share-holders and in the amounts of capital 
accumulated by financial institutions such as insurance companies 
owing to widely dispersed small savings.” 
-* There was.also a general tendengy among capital importing 
countries in the*West for debentures of business corporations to 
- increase in relation to owned capital. In Germany, for instance, 
— T proportion of debt obligations to capital increased between 
+ 1925 and 1929 from 57.1% to 84.2% and in Hungary between 
= 1927 and 1929 from 78.1% to 99.2%. = Even in the case of the 
- © capital exporting countries the absolute, though not the relative. ~ 
amount of indebtedness increased substantially as in the case of 
+" the United States or wis well maintained at pracitcally the same 
i Mig - level as in that ofathe United Kingdom.* When the boom came 
a to an end in 1929, industry in general had to carry a much heavier 
J «a lead of-debt than in the preceding years. of prosperity. The 
earnings rapidly shrank in the, depression years but the fixed 
charges upon this debt remained as å heavy burden upon industry 
‘and took a big. slice out of the diminishing profits. The capital 
invested in equities may be deprived of its dividends but the 
a debt charges -trave to be paid at all costs to axoid the risks of default. 
. `~ would be interesting to contrast. these remarkable trends 
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in the industrial financing of western countries with the po 
in India during the period im question. It is unfortunate ghat" * 
figures for ordinary and preference capital and for debentures A 
Indian joint-stock companies are not available separately. — 
percentage-of preferred to ordinary: stocks and that of deben 
to *hid-up capital in the case of .business corporations Ag 
cannot, therefore, be»arrived at.’ But from a study Om 
position in the case of some representative industries such 
ou s P “S35 i 
cotton, jute, tea and sugar, there appears to be no evidence Ul 
the proportion increased either in the case of preference ŝi ures K 
in that of debentures. In the case of the tea industry 
` instance, for which detailed figures are available, thre POs wan E 
regard to debentures and preference shares was as follows :— — 
% For the year Pref. Shares Ord. Shares 
$ — 
1925 “==... 28 20.000 2:58,36,000 
wg. 1926 _.  25,20,000 259,48, 150 ` 
1927 ..  25,20,000 2,60 ,58,150 À 
1928 .. 25,20,000 _,  2,61,08,150 
bid hss 
1929 42020. oo0 2,57,48, 150 * 
>E s “1980 .  25,20,000 — 256,48, 150 


The amount of preference shares» remained constant while 

; debentures declined relatively to total capital. A well-known 
a firm of stock and share brokers*in Galeutta has also informed the - 
ter that the trends observed’ in the ¢asé of western countries 

> during 1925-31 were not noticeable in India.*\ There was · he é 
no tendency to construct companies with à rélatively large 
proportion of debentures, although there were notable ex ep ions 

in connection with one or two sugar companies’ which were 

ont constructed with an unduly heavy proportion of debenture 
capital. we eS o 

In India, the absence of any tendeney for debentures 
grow in relation to owned capital relieved industrial enterpri 





N; À 
t The writer approached the Director-General ofi Commercial- 
Statistics, Goverament of India, for the necessary figures bnt in a letter, 
September, 1935, he regretted that the figures were not available. 
’ 2 Source: Messrs. Place, Siddons and Gough, Stock andè Share 
jn their letter to the writer, dated the 6th Pebruary, 1086. 
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A ~ x : n we *- 
_ of the same depressing influence upon their profits that avas- 





t aticeable in western countries during the depression period. ~ In 
the case of the few sugar companies which were constructed” ~ 
all with an unduly beavy proportion of debentures, it has been 
observed, especially since the imposition of the excise duty, that `- 
estimated profits did not materialise and they found themselves ~ 
i loaded with debentures for which it was difficult to provide the * 
interest. * 


= 
~ 
- : v 


Problems of Long-Term Industrial Finance : * | 
he difficulties of Obtaining initial capital for industry, 
though no doubt normally very great in India, have been perhaps ~ 
over-stressed. Industries floated on sound lines and showing 
reasonable prospects of success have not been unable to secure 

he figancial ‘support of the investing public. ‘This view 15 
endorsed by the evidences of the Bengal Chamber of Commerce,’ 

-tife Exchange Banks Association * and the Imperial Bank of 
India * before the Indian Central Banking Enquiry Committee. 
Tts further supported by the representations of the Bombay - 
Shareholders’ Association before the Government of- India 
regarding amendment of the Indian Companies Act.” The 
larger industrial undertakings, specially those under the manage- 
ment of . well-known firms of managing agents, have hardly vE 
experienced any difficulty in raising the necessary amount. of 
their share capital. The imprimatur of managing agents has 

not always been necessary. The Dhakeswari Cotton Mill which 
is not under the system of managing agents experienced no 
difficulty in raising the whole of its share capital." In the case 
of the protected industries like sugar and matches there has also 
been no lack of interest on the part of the investing public and 
in several instances the share capital has been wholly taken up 
within a short period of its issue. Industries which have offered — 
high rates of dividends have not failed to attract investors and 


-i * 1 Letter to the writer from Messrs. Place, Siddons and Gough, op. cit, T 
3 Indian Central Banking Enquiry Committee. Vol. IT, p. 472. ; i 
a Jbid., Vol. IT, p. 625. à 
~ 4 bid. Vol. I, Port Agp: 268. — mY * 
& Indian Companies Act: Case for Amendment, p, 2 © at 


r © Indian Tarif Board, 1931: Evidence of Mr. A.B. Guba, Managing Director, _ 
The cement companies algo were able to raise their capital without the help of managing 
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Gn the tea industry, we have the testimony of a well-known tea _ 


magnate, shares were often oversubscribed.’ During the boom ~ 
periods, it is well-known, the activities of the Indian public in the | 
stock market have been even as great as those of any other public 
in the stock markets of any other country. In the hectic years _ 
=+ of the post-war boom enormous funds were freely Tnvested * 
-industry as will be evident from the figures given below, 4990. aE 
the net capital invested in joint-stock co 


| j ipanies during $ 
and 192T-22 * :— 20-a 














⸗ Rs. 
* 1920-21—41 —— 
—— — 1921-22—66. L cro * È — 
> = — 





A good proposition This seldom lacked the support of the’ — 
public. Mhenever the investors regard in their ewn ` — 
a concern is: likely to be successful and ete have 
s wn freely. The jute, cotton, tea and c —9* con panten. which - 
$ éould give some assurance of success have ‘ays a ee the 
» Investors. Eyen in the case of a pioneering enterpri as the ` 
‘steel industry, the public have not failed to re d. Tt. is ` 
indeed surprising that the Indian public have sti been coming * 
forward with their purse, although they were subjected to severe 
+ Tosses arising out of the numerous liquidations of + „joint-stock 
companies in the post-war slump and- the enormous -bams failures 
S oF ——— * * ba 
< A There is no doubt that business o Bide thesia] lines. . 
bnkried and untested, Has no attraction for the ihvestin, „public. 
— Put this is trie not only of India but also of every other country. 
Th problem of raising initial capital Tis mõte acute in the,case 
à of smaller concern a ithe larger ihdustfies and in the inn! 
| sized and Penaller —— generally. Such enterprises have. 
a it ha® already been, noted, felt ‘severe handicaps in raising their 
ea i capital elsewWhére where the capital market is highly 
o ised. They must experience uneorifmon difficyMtiés in 
+ India where the. ‘capital market is not organised at all afid.assue 
— = houses and underwriting firms are conspicuous by*them absence. 
— Rice 3 mills, soap. factories, collieries, oit. mills, hosierigs And T 
ga S r Fa Tæ 7 ⸗ 
Evidence, of Mr. — —— “Bengal + Saher Banking Enquiry Com- 


— Indian — — —2— — 1 Part T a * 900, * 
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ilar medium-sized and smaller enterprises are unable 
in the hecessray initial finaneés for meeting the fixed 
Sit expendi re on purchase of land, installation: of machinery 
-ereetion of factory buildings. Tf they are run off individual 

“basis, the limits of the personal investments of the 
“bynes ar@quickly Teached™ Even when they are owned and 

by ‘joint-stock companies, they do 1 fare better in the 
tter of securing- the initial capital. Ceniki, speaking the 
ons from their share flotations fail to meet their 
_ Tequifement™ for fixed capital expenditure.’ 

* _Problaps of long-term industrial finance, however, are not 
— atos the raising of“ initial capital by means of share 
ues: A ore fm portant group of problems is connected 

s With thé on of obtaining fairly lonk-term financial facilities 

m — development period of a business. The amount that 
<. -bYethe, selling of shares is soon exhausted in acquiring 

the r iting up.the factory, installing the. machinery and 

` providing” other equipments. The concern is “faced with the 

” geute p —— of fimling the requisite funds to develop and carry 
= on the » till it, bheeomes a paying* proposition, In some 
- “industries” Nera years might elapse before the Goncern, is able 

to come ‘tož this stage. A reference to tea garden finance in 
"+ Bengal and Assam, brings into clears relief ` the diffieulties 

experiented by Indian industries generally to obtain the necessfry . 
long- finances: during the development period. By its very 
nebture tea indugtry® requires considerable initial ‘eapital 
 expendifiurg.. A garden to be worked econonii¢ally should have 
an avérgag sizer of at least 500 acres., The ‘acquisition of land 
costs nedrly a lak of rupees, The expenditure a accoont of 

- machi rufis to another lakh. There is further expenditure ~ 

- to met for construction of xoads and bridges and for building 
f bungalows r managers and quarters for labourérs. Besides all 
- “this. expéndi a considerable amount lias to bë incyrred for * 







































_ opening ou out Md e i on an estate before 4t becomes a paying * 


> el ‘The garden begins to yield crops from the — * 
betomes a paying proposition inat Jéast the sixth or 
=» The cost of `o out % garden hgs bech - 
— Rs. 3,000" ‘per planted 
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acre.) Besides the three and half lakhs required for meeting the 
initial fixed capital expenditure an almost equal amount has to 
be incurred without any return during the development period. 
It has been found by experience that an Indian tea company is 
generally able to raise about 3 lakhs of rupees by floating shares 
and hence the subscribed capital does not provide more than 
50% of the one mount required.” The funds obtained from 
this source are Foote in the course of two or three years in 
purchasing land and machinery and erecting buildings. Soon 
_.. the gardens have to seek finance from outside sources to meet 
the expenses of, the development period. A legal and equitable 
mort of the property, garden and machinery has to be 
eoulet and the loans are raised on this mortgage from loan - 
offices, Marwari merchants and other money-lenders for a period —- 
of 7 to 10 years.” The rate of interest varies from 12 to 21% 
in the case of advances from indigenous bankers and money- | 
lenders and is a little lower (varying from 9 to 12%) in the case 
of those from loan offices or local banks.‘ In Assam the interest 
_. charged by the local Kyah firms for such advances is 12%." 
No joint-stock bank will ordinarily lend against the mortgage of 
"such property: There is also no other organisation which can 
make advances for a fairly long term on the security of the fixed 
assets of industry. Under the circumstances the rates of interest 
are unduly high and the guarantee of the managing agents or 
directors is to be given in addition. A worse feature is that 
=o loans evem on such terms are not available readily to the 
borrowers. The newly established concerns become sorely 
= handicapped and are compelled in many cases to cut down their 
4 . development programmes. Mr. E. 8S. Roffey, who had extensive 
experience of tea gardens finanse, rightly observed that the 









. 


é. most difficult and worrying business with the opening out of a 

wi ten estate was the question of obtaining the necessary finance 
ro i 

` ’ Evidence of Mr. B. S. Roffey— Proceedings of the Assam Provincial Ranking 


* Enquiry Committee, Vol. IT, p. 262. 
4 o 3 »=Ewidence of tatives of Indian Tea Planters’ Association, Indian Central 
Banking Enquiry Committee, Vol. IIT, pp. 675-76. i. : 
~~ 3 Evidence of Representatives of Indian Tea Planters’ Association, Indian Central 
Enquiry Committee, Vol. TH, pp. 675-76. Also Letter from the Secretary, 
Int Tes Planters’ Assoviation, Indian Central Banking Enquiry Committee, Vol. II, 











4 p- 658. . - "o>. 
— w WA Bengal Provincial Banking Enquiry Committve, pe L20. 
TE 4 * Assam Provincial Banking Enquiry Committee, Vol. Li, p. 202. 
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The same difficulties of obtaining the necessary finances 
during the development period are found in a greater degree in 
the case of the medium and smaller-sized businesses where, as 
already noted, the realisations from share capital are too slender 
to meet even the initial fixed capital expenditure. Their depen- 
dence on outside sources is even more pronounced. The 
necessary loans are obtained as usual from indigenous bankers 
at exorbitant rates of interest against the mortgage of real 
property plus the personal guarantee of directors or managing 
agents. Rates vary from 12 to 18% while 24 to 30% have also 
been known. All this money for development though avowedly 
for the purpose of block investment is obtainable only on 
hundies.' 

Not only is there this problem of finding the necessary 
finances for newly established concerns during the period of 
development but there is the question of obtaining for the 
established concerns the capital required for extension, modern- 
isation and replacement of machinery. How seriously the lack 
of such capital is acting as a drag on Indian industry can be well 
illustrated by a reference to the position in the cotton mill 
industry of Bombay immediately before the outbreak of the 
War of 1939. Cotton mills required in many instances long- 
dated capital to enlarge the scale of operation and for installations 
of new plant and machinery, such as for combing and finishing, 
for mercerising, for loom widening and so on. To increase 
production and reduce cost, the replacement of old plant and the 
introduction of new methods and systems of manufacture were 
urgently called for. Without these innovations and additions 
the import trade in important varieties of goods could not be 
captured. But the resources of the mills were hopelessly imade- 
quate to finance the development of industry along these lines.” 

Perhaps the most important problem of long-term industrial 
finance relates to the question of finding the requisite funds for 
carrying on the rationalisation of Indian industry. During the 
last few years the movement for rationalisation has gathered 
considerable force in the industrial countries of the world. 
Important and far-reaching schemes have been adopted in various 


3 Statement of Evidence by the Bengal National Chamber of Commerce, Indian 


Central Bankin Enquiry Committee, Vol, M. pP 504. | 
* E tation of the Bombay Millownern’ Association to the Tariff Board 


Kepresep 
(Catton Textile Industry), 19382. 
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countries, Germany, Italy, Japan, Great Britain and the United 
States, to reorganise some of the larger industries such as iron 
and steel, cotton, coal, wool, etc. The wide variety of inter- 
national competition and the incidence of the unprecedented 
depression made it urgent for almost every branch of industry to 
adopt some kind of reorganisation. Rationalisation of some of 
the major and important industries in India is also urgently called 
for. In the jute, cotton, cement, sugar, steel and coal industries 
the problem has become specially important. The financing of 
any scheme of reorganisation and amalgamation will require 
enormous funds. The failure in 1931 of the ambitious scheme of 
rationalisation in the Bombay mill industry well illustrates the 
difficulties of raising the necessary funds for financing such 
schemes. In that year a merger of over 30 mills was contemplated. 
A merger committee was formed and the Finance Member of the 
Government of India and the Imperial Bank of India were 
approached. Informal negotiations took place to find out the 
amount of assistance that would be forthcoming in carrying out 
the idea. But unfortunately the merger plan had to be abandoned 
because the difficulties of obtaining the considerable amount of the 
necessary finance were found to be specially great.’ It is only to 
be hoped that the considerable amounts of money necessary to 
finance merger schemes in other industries will be found and that 
they will not meet with the same fate as that of the Bombay mill 
industry. 


Indian Banks and the Financing of Industries : 


The main problems of long-term industrial finance in India 
having been analysed, un examination mAy NOW be made of the 
part played by the banking system of the country in the financing 
of its industries. There has been for a long time an under- 
current of feeling that the Indian banks are reluctant to furnish 
finance for fixed capital expenditure of industry. Not only 
before the Indian Industrial Commission of 1916, but also 
before the Central and Provincial Banking Enquiry Committees, 
a considerable number of witnesses made the point that the 
relations of Indian banks to Indian industry were far from 


1 Representation of the Rombay Millowners’ Association, Indian Tarif Board 
(Cotton Textile Industry), 1992, p. 23. 
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satisfactory in that respect. This criticism of the attitude of 
the Indian banks towards industry has been fostered to a great 
extent by the prevailing misconceptions as to the true nature and 
functions of the German banks. 

The Indian banking system consists of the Reserve Bank, 
the Imperial Bank, the Joint-Stock Banks and the Exchange 
Banks. The Reserve Bank of India is a true Central Bank and as 
such operates under the usual network of restrictions to which 
central banking institutions are subject. It can normally have 
no interest in or close relationship with industry. The Imperial 
Bank of India, the biggest joint-stock bank im the country, was 
debarred by the Act of 1920 from granting loans for a longer 
period than six months. With the establishment of the Reserve 
Bank of India and the consequent removal of its character as 
a Central Bank, it has been freed from some of the restrictions 
that had previously existed on its business but even now it 
cannot make any loan, or advance for a longer period except in 
certain special cases when the maximum ts nine months only.’ 
It cannot also lend upon mortgage or in any other manner upon 
the security of any immovable property except in the case of 
estates under the charge of courts of ward.* The other Indian 
joint-stock banks are essentially commercial banks and are not 
equipped for the task of providing long-term industrial finance. 
The share of the Exchange banks in industrial financing is 
extremely limited. They are founded and controlled by foreigners 
and they cannot possibly have any interest in the indigenous 
industries. Their activities have generally been confined to the 
financing of import trade and of the short-term requirements of 
export industries like tea and cotton. 


Trends towards Long-Term Industrial Financing : 


Although banking policy in India has generally been 
confined to the provision of working capital to industry, yet there 
were at least two distinct periods in the banking history of the 
country when Indian joint-stock banks showed a remarkable 
tendency towards the long-term financing of industry. Attempts 
at such industrial financing were made for the first time by a 


1 The Imperial Bank of India (Amendment) Act, 1934, S. 12 (2). 
® Boc Schedule I, Part Il. Business which the Bank is not authorised to transact. 
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number of commercial banks, mostly in the Punjab, during the 
Swadeshi movement of 1906-13. The whole country was 
swayed by the new spirit of Swadeshi and there was a wide- 
spread desire to foster the indigenous industries. A rapid 
development of joint-stock banking took place about that time. 
The new joint-stock banks undertook various types of business 
and developed an unmistakable tendency to provide long-term 
finance to industry.’ They deliberately employed their funds 
in channels closed to orthodox commercial banking and under- 
took all the various methods of investment banking. They 
subscribed to the shares and debentures of industrial companies 
and freely advanced considerable sums on the security of factories, 
machinery, plant, buildings, and so on. The more prominent 
among these Swadeshi banks which went in for long-term 
financing of industries were the People’s Bank of the Punjab. 
the Indian Specie Bank, the Hindusthan Bank, the Lahore Bank, 
the Doaba Bank, the Marwar Bank, the Industrial Bank and the 
Credit Bank of India.* 

The People’s Bank which had a paid-up capital of Rs. 15 
lakhs was started as an ordinary commercial bank but embarked 
subsequently upon industrial financing. The Bank made large 
advances to various industrial concerns on the security of 
machinery and buildings. More than 90 lakhs of its money 
were sunk in them. The ** locking up ” of such a considerable 
portion of its resources brought about the inevitable crash and 
the Bank closed its doors. An idea may be formed of the 
financial commitments of the Bank in industry from the 
enormous amounts advanced to the following industrial 
concerns * :— 


Rs. 
1. The Punjab Spinning and Weaving Mills Co., Ltd. 20,00, 000 
2 The Lahore Spinning and Weaving Mills Co., Ltd. ... 7,460,000 
3. The Pioneer Investment Co., Ltd., Lahore ..  §&,50,000 
4. The Surat People’s Spinning & Weaving Mills .. £50,000 
5. Debentures in the Lahore Spinning and Weaving Mills — 1,00,000 


1 Vera Anstey, Beconomic Development of India, p. 407. 

2 Proceedings of the Sixth Annual Conference, Indian Economie Association, 1023. 

53 Indien Industrial Commission, 1916, Minutes of Evidences, Vol. V, App. VIII, 
p- 826. (Memorandum of Mr. Findlay Shirras.) 
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Besides it granted along with the Amritsar Bank a loan 
amounting to 15 lakhs of Rupees to the Upper India Real Estate 
Company which speculated in land.' 

The Hindusthan Bank heavily financed the Punjab Musical 
Association, a theatre having no capital and the Punjab Bros. 
Company, a speculative shop at Karachi. The Industrial Bank 
lent considerable sums to its chief promoter and his concerns. 
The Bank made large advances to ginning factories and on the 
shares of allied companies. The Lahore Bank advanced large 
sums to one of its directors and its chief manager. It had a 
large investment in a leather factory in which its promoters were 
interested. Similarly the Doaba Bank made advances to the 
Amritsar General and Flour Mills and to the Phagwara Mills in 
Kapurthala State in both of which its directors had an interest.” 

A large number of other banks failed and there was a severe 
banking crisis in 1913-15. No less than 34% of the total paid- 
up capital of Indian joint-stock banks was lost during 1913-17. 
The failure of many of these banks in this period is to be 
attributed to the fact that they advanced money recklessly to 
industrial ventures which did not pay.’ ‘‘ Frenzied speculation 
and imprudent and reckless loans `’ characterised the activities 
of these ‘ Swadeshi ° banks. Every known principle of invest- 
ment banking was violated. They were primarily deposit banks 
and the policy of locking up almost the whole of their resources 
in long-term industrial investments, unrealisable at the time of 
a crisis, was inevitaby followed by disastrous consequences. 
Their paid-up capital Was low in proportion to their liabilities, 
and the short-term deposits in many instances were employed 
for long-term financing of industry. The principle of carefully 
distributing the risks of investment was never followed. Again, 
the banks used to pay very high rates of interest, even 6% on 
the deposits. Hence they were obliged to invest in speculative 
enterprises to earn sufficiently large profits to meet expenses 
and pay the high interest. Besides, the affairs of the banks 
were grossly mismanaged. In almost every case the banks were 


1 Pvidence of Rai Babadur L. D. Das, Additional Judge in charge of Liquidation 
work, Lahore.—Indian Industrial Commission, Minutes of Evidence, Vol. V, p. 267. 

2 Industrial Commission 1916, Minutes of Evidence, Vol. V. p. 254. 

s Vora Anstey. Economic Derelopment of India, p. 407. Also Findlay Shirras 
indian Banking and Finance, p- 385. 
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made to finance the pet concerns of their promoters or to lend 
money to the directors and managers or to companies in 
Which they were partners. One bank advanced no less than 
Rs. 71,72,637-15-L out of a total advance of Rs, 1,07,09,000-14-1 
to companies or other concerns in which some of its directors 
were interested as individuals, directors or as joint-borrowers. In 
many cases the management had been so utterly inefficient 
that doubts were entertained as to the bona fides of the directors. 
There was a widespread feeling that the directors had advanced 
money knowing fully well that recovery was doubtful. Dividends 
sometimes were paid out of capital and in some cases the 
companies’ assets were deliberately done away with. <A debt of 
4 lakhs of rupees was found by audit to be due to the People’s 
Bank from the Ganges Flour Mills whereas the balance-sheet of 
the company showed no debt to the Bank. In the case of the 
People’s Bank and the Amritsar Bank the auditors pointed out 
that in many accounts interest was not being recovered and the 
same was being debited to different accounts and credited to 
profit and loss account. The financial position of the debtor 
companies Was extremely unsound and the securities held by the 
banks were not sufficient to cover the debts. It is interesting 
to quote the remarks made by the auditors in regard to the invest- 
ments of the People’s Bank in the Pioneer Investment Co. : 
‘* The securities held by the bank are short by Rs. 30,687-2-6, 
if the value of the shares of all the companies held as securities 
be accepted at par. But as a matter of fact, the value of the 
shares held as security has not only considerably fallen but (in 
our opinion) the majority of shares are not worth the paper on 
which they are written.” 

Tt has sometimes been contended that the crisis in the 
Punjab banks was engineered by Europeans who wanted to put 
down banking in India. ‘Their failure, it has been urged, was not 
due to the pursuit of any imprudent policy and the security was 
ample, the depositors in many cases being paid 16 as. in the 
rupee. But the startling disclosures made in the Liquidators’ 
Reports throw a flood of light on the activities of these banks. 
They not only pursued a policy of reckless speculation but were 


1 A note prepared from the letter, dated the 12th Augusti, 11S. from Messrs. 
Pasantram & Sons, auditore of the People’s Bank, to the directora of the hank 
pobli hed in the Arya Patrika of Mth Octobe, 1019. See Indian Central Banking 


Enquiry Committee, Vol, TT, p. 815. 
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also frequently guilty of hopeless mismanagement and even of 
dishonest practices. From the preceding discussion, it 1s 
abundantly clear that the banking crisis was not engineered by 
the designs of any interested party. It was entirely due to their 
own imprudent policy. As for the contention that depositors got 
16 as. in the rupee after liquidation, it must be mentioned that 
they were mostly paid after recovery from the unfortunate 
shareholders and seldom from the assets of the banks themselves. 
The assets in the majority of cases were absolutely worthless. 

It was in the years after the first Great War that the same 
trend towards long-term financing of industry could be noticed 
once more among Indian joint-stock banks. During the war- 
end boom, there was an outburst of company floating activity 
and the opportunity was seized upon, as in the Swadeshi period. 
to establish ‘‘ banks ° for financing indigenous industries. 
The avowed object of these banks, we are quoting from the pros- 
pectus of one of the many that were formed, was ** to finance 
and assist the development of existing and new indigenous 
industrial and agricultural concerns.’'' The spectacular industrial 
progress of Japan in the closing years and that of Germany in the 
earlier years of the nineteenth century had captured the 
imagination of our countrymen and it was believed that the banks 
there had filled an important rôle in this rapid industrialisation. 
The advantages to be derived from industrial banks and the part 
played by them in the industrial progress of Japan and Germany 
were also stressed in the prospectuses of many of the so-called 
industrial banks started at that time. Lack of finance, it was 
urged, was hampering the development of Indian industries in 
the same way.” Thus the idea of forming ~ industrial banks `’ 
originated and having once originated, spread very rapidly and 
soon developed into a craze for such banking. Like mushrooms 
they began to crop up everywhere. ‘‘ They became the fashion 
of the day, the vogue of the times and for some time one heard 
nothing but of industrial banks, which made their début in the 
North and South, the East and West.” 


» Prospectus of the Calcutta Industrial Bank, filed 25th September, 1919. 

2 Prepectus of the Indian Industral Bank, registered 26th November, 1919. | 

3 Statement of Evidence submitted by the Editora, Indian Finanee,—lodisn 
Central Banking Enquiry Committee, Vol, TT, p. 192, 
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Among the banks which were started at the time with the 
title of ** industrial banks,"’ the following may be mentioned :— 


Industrial Bank. Paid-wp Capital, Year of 
Rs. A. P. Registration, 
1. The Tata Industrial Bank .-. 2,25,19,957 8 O 1917 
2. The Caleutta Industrial Bank 3 79.53.570 0 O 1919 
8. The Iudian Industrial Bank fy $8,489,867 6 9 1919 
4. The Karnani Industrial Bank * 9000000 0 0 1921 
5. The Raikat Industrial Bank ray 247,000 0 0 1922 - 
6. The Luxmi Industrial Bank — 101000 0 0 19728 + 
7. The Mysore Industrial Bank * 6,07,000 0 0 1920 » 
8. The Industrial Bank of Western India 39,97,000 0 0 1919 


The Tata Industrial Bank. 


Among all these so-called industrial banks, the Tata 
Jndustrial Bank, the earliest and the largest of them, attracted 
considerable notice. Even the attention of the Industrial 
Commission was drawn towads it and they belauded in their 
Report the possibilities of industrial banking in the country on 
similar lines. 

The Tata Bank was established with an authorised capital 
of Rs. 12 crores, of which more than two crores were fully paid 
up by September, 1922. At the outset the Bank showed signs 
of a career full of brilliant promise. Its shares rapidly rose in 
the Stock Exchange and within three months from the date of 
issue they were at a premium of Rs. 60. They were sub- 
sequently at a premium of even Rs. 100. Besides the head 
office and two branches in Bombay, the Bank opened branches, 
in twelve other centres: Calcutta, Rangoon, Madras, Hyderabad, 
Cawnpore, Lucknow, Delhi, Asansol, Aminabad, Hapur, Dhanbad 
and Chandausi. 

As an industrial bank, its special business, as outlined by 
its Chairman in a meeting of the bank, was to finance the 
development of new and existing industries, not only to promote 
industrial companies and support them by underwriting their 
shares and debentures but also to be always prepared to retain a 
considerable holding of shares in such companies, as an earnest 
of its belief in the bona fides and prospects of the companies 
concerned... The Bank did not want to manage an industrial 


t Speech of the Chairman at a meeting of the Tata Industrial Bank, May, 1923. 
J4 —1022 B 





120 INDUSTRIAL FINANCE IN INDIA 


concern actually but simply to finance certain subsidiary com- 
panies. ‘The industrial Finance, Ltd., was formed for the 
purpose. The holdings of the Bank in this company amounted 
to 16,200 fully paid shares of Rs. 100 each at the end of 
September, 1922." 

The Bank, however, did not confine itself to industrial 
business solely. A glance at the balance-sheets that were 
published every six months reveals that it undertook every 
description of banking business, including that of exchange, 
acceptance of demand and fixed deposits, discounting of bills, 
granting of cash credits and demand loans, ete. 

The high hopes entertained about the Bank unfortunately 
failed to materialise. Although the profits of the ordinary bank- 
ing side of its business were well maintained and compared 
favourably with those realised by other banks operating in the 
country, the results achieved by the Bank’s industrial activities 
were disappointing. With every year its industrial holdings 
continued to suffer increasing depreciation. Within a short 
time Rs. 26 lakhs of its capital were locked up and later on at one 
time Rs. 40 lakhs of its capital became entangled and a loss of 
Rs. 11 lakhs had to be written on its investment in new industrial 
companies.* In 1922 the authorities of the Bank decided to 
suspend the Industrial Department and to retire capital from 
industry and utilise it for ordinary banking. In the course of 
an explanatory memorandum issued by the Bank to its share- 
holders, dated 7th May, 1923, it was stated that the directors 
had decided to abandon industrial financing. The liquid posi- 
tion of the Bank was emphasised, the proportion of liquid 
assets to demand and fixed deposits being over 66%. 
Rs. 1,90,87,145-10-0 in advances repayable on demand and 
Rs. 1,.72,67,174-8-4 in cash credits and fixed loans were sound 
and fully secured. As regards industrial investments the 
Bank stood committed to Rs. 27,40,506 only after being 
adequately written down. These consisted of the Bank's hold- 


> 


ings in the following companies * :— 


1. The British Italian Corporation, London, to the shares 
of which the Tata Bank had subscribed in common with the 


i lance-sheet as at the end of 20th September, 1022. 
: ae Central Banking Enquiry Committee, Vol. TMT, pp. 171-72. 
a Circular inaued by the Tata Bank to its sharcholders, dated the 7th May, 1925, 
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leading London Banks a sum of £ 10,000 which stood in the 
Bank's books as Rs. 1,10,000. 

2 The Industrial Finance, Ltd,. which was formed to 
show separately the extent of the Bank's industrial holdings and 
the holdings of the Bank in such companies as the Nira Valley 
Sugar Co., Ltd., the New India Assurance Co., Ltd., and the 
Tata Power Co., Ltd., which had not yet reached a dividend- 
paying stage had been transferred to this company. ‘The shares 
of all these companies held by the Bank except those of the 
Assurance Co., and the Power Company were fully paid. 

3. The Tata Iron and Steel Company (Second Preference). 

4. The Bombay Electric Supply and Tramways Co., Ltd. 

There was a tremendous uproar at the Tata Bank meeting 
held in May, 1923, where the management was severely criticised 
by the shareholders. The desirability of abandoning industrial 
business and of returning to normal banking was stressed by 
several shareholders as it would be more conducive to their 
interest.’ At two extraordinary genera] meetings of the Bank 
held on the 19th July and 6th August, 1923, resolutions were 
passed for an amalgamation of the Bank with the Central Bank 
of India. The Bank went into voluntary liquidation on the 6th 
August, 1923, to give effect to these resolutions. Thus ended 
prematurely the career of the Bank on which the limelight had 
played ever since its establishment four years before. 

Whatever might have been in the minds of its promoters, 
the Bank was far from a well-conceived industrial bank. The 
activities of the German banks in the industrial field in their 
earlier stages had made a profound appeal to the founders and 
they wanted to transplant the German model on Indian soil. 
But evidently they had not the slightest notion as to the way in 
which German banking was actually conducted in relation to 
German industry. The union of commercial banking with 
investment trust business followed by the German banks in 
their early career was only seen but the fundamental pirnciples 
adopted by them in industrial financing were never known nor 
understood. It has already been shown in an earher chapter 
that although the German banks in the beginning had combined 
the two functions, they had, as a rule, employed their long-term 
funds only in industrial investments. Their enormous paid- 
up capital and the debentures which they frequently issued were 


1 Capital, May 10, 1923, p. 1100, 
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the main source out of which their industrial business was 
conducted. ‘The short-term deposits were seldom, if ever, used 
for such purpose. But in the case of the Tata Bank, long-term 
credit business was not only combined with ordinary banking 
transactions as in the case of the earlier German banks but the 
long-term operations were unfortunately financed out of current 
and annual deposits. The Bank never made any attempt to 
issue debentures for financing such operations. The same 
neglect to issue debentures for financing long-term transactions 
had in an earlier period led to the downfall of the French Credit 
Mobilier, the prototype of all industrial banks. The union of 
short-term banking with long-term investments under these 
circumstances leads to one and only one  result—disaster. 
Again, in marked contrast with the policy of the German banks 
the expressed object of the Tata Bank was to retain permanently 
a considerable holding of shares in the companies in which the 
Bank was interested. It will be recalled that permanent parti- 
cipation in industry had never been the deliberate policy of the 
banks in Germany. The pursuit of such a policy by the Tata 
Bank naturally entangled considerable amounts of its funds in 
doubtful concerns. The investments of the Bank were neither 
carefully planned nor wisely selected. It appears that neither 
the merits of the industrial propositions taken up by it were 
properly tested nor the value of the security offered carefully 
assessed. The consequence was that the Bank embarked upon 
industrial ventures which had no reasonable prospects of success 
and were quite unsound. The Nira Valley Sugar Co., which 
was floated by the Bank and soon proved a failure, is a case in 
point." A great deal of the success of a banking concern con- 
ceived on these lines depends upon efficient management and 
organisation. The ignorance and inexperience of the manage- 
ment of the Tata Bank must have hastened the crisis. It was 
never realised that such an institution should proceed slowly, 
gradually and with caution and should never be anxious to 
show large profits in the earlier years. The same anxiety to 
achieve a rapid success had to no small extent been responsible 
for the unhappy fate of the Credit Mobilier.” It was the 
European employers who chiefly controlled the affairs of the 
Bank. The rights of the Indians were ignored and this 


l Indian Central Banking Enquiry Committee, Vol. Ill, P. 8: pp. 171-72. 
3 See Chapter IX, Infra. 
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naturally alienated their sympathy and the management became 
unpopular,’ 

The other institutions of the period bearing the same 
ambitious title of “ industrial banks ° were started in close 
imitation of the Tata Bank. A perusal of their Memoranda 
and Articles of Association shows that they intended to pursue 
every variety of ordinary banking business and couple with it 
issue, investment trust and real estate mortgage business.” 
Whatever might have been in the minds of the original 
promoters of these banks, the institutions remained content with 
the conduct of more prosaic commercial banking business and 
at no stage of their short career undertook any significant 
industrial financing. A glance at the balance-sheets of these 
so-called industrial banks clearly shows a preponderance of 
deposit, discount and short-term business. ‘The direct invest- 
ments in industrials were insignificant. According to the 
balance-sheet, for example, of the Indian Industrial Bank, 
dated 3lst December, 1922, its investments consisted of 
Rs. 49,669-12-0 in 6% War Bonds and only Rs. 2,661 in 
shares and stocks; while the balance-sheet of the Calcutta 
Industrial Bank, dated 31st December, 1921, shows no such 
industrial investments at all. The loans made by the banks 
usually included those advanced to firms in which a director 
was interested as a partner and in a good many cases those that 
were quite unsecured. Every description of banking was under- 
taken and very little regard was paid to basic principles of 
commercial or investment banking. The management was even 
more ineflicient and inexperienced than in the case of the Tata 
Bank. Short-loan banking was mixed up with long-term credit 
business even more indiscreetly. The pet concerns of the 
directors were heavily financed, without judging their soundness 
or financial standing. Large loans were taken by directors who 
had no intention of repaying them at all. The consequences 
were felt soon enough. After a hectic career lasting for 3 or 
4 years, most of the banks were caught in the post-war slump 
and disappeared quickly. 

No useful conclusions regarding industrial banks could be 
drawn from the experience of 1917-19. To call these institutions, 


1 B. T. Thakur, Organisation of Indian Banking, p. 35. 
2 See Memorandum of Associaton of the Calentta Todustrinl! Bank, filed 25th 
September, 1919. Also Memorandum of Association of the Indian Industrial Bank, Ltd. 
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which had neither the experience nor the knoweldge nor even 
the equipment for industrial financing, ‘* industrial banks 
would be entirely misconceiving the true nature of such 
institution. To say that the experiment in industrial banking 
failed and urge it as a ground for opposing the establishment of 
specialist institutions for financing industries, well-equipped, 
well-managed and conceived on truly scientific lnes—would be 
a gross misrepresentation of things. Industrial banks, it has 
been aptly put, in their true sense have been as rare as snakes in 
Iceland. They have never been in existence although strangely 
enough many started with that title and some may have retained 
it even to-day.’ 

The question of Indian joint-stock banks taking a part in 
the provision of long-term finance was discussed at length 
before the last Central Banking Enquiry Committee. The 
Committee concluded that in connection with the issue of shares 
and debentures of industrial companies, such of the existing 
commercial banks as were well established and carried on their 
ordinary banking business on the safest and soundest lines might 
with advantage to the industries follow as far as possible the 
German system, the Imperial Bank making a start in this 
direction and giving a lead as soon as the Reserve Bank was 
formed. ‘Ten per cent. of the total capital and reserves of the 
Imperial Bank and nine other big joint-stock banks might be 
utilised in this manner.* Once again, in the years after World 
War II the question of commercial banks going in for long-term 
industrial financing has been raised not only in India but also 
elsewhere. In view of the war expanded liquid resources of 
commercial banks and their loss of the traditional sources of 
their income, they have been urged to break new ground and 
forge closer links with industry.” The advantages and dangers of 
a drift of commercial banks into the investment field have been 
sufficiently stressed in a previous chapter. The main conclusions 
reached there are applicable to the Indian commercial banks. 
In following an industrial policy the banks should work under a 
close network of restrictions, distributing carefully and cautiously 
the risks of their investments, choosing highgrade and easily 


1 Indian Finance, Banking Number, 1929, p. 54. 
z Indian Central Banking Enquiry Committee, Vol. I, Part I (Majority Report). 
—* ~ ; Recent Banking Development n95 Ed.). pp- 251-52. 
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marketable industrial bonds for their investments portfolio but 
never intending to hold them permanently and avoiding real 
estate loans as far as possible. Even then it must be frankly 
recognised that the extent to which the banking system can thus 
assist industry is much too limited. At the most only a small 
proportion of the banks’ resources could be placed in long-term 
investments. ‘This small proportion which they can advisedly 
spare for this purpose will depend upon a number of factors, such 
as the nature of their deposit liabilities, the ratio of their capital 
to the depreciable assets, the volume of their illiquid as against 
readily marketable assets constituting the secondary reserves and 
the careful maintenance of a preper spacing of maturities. 
Bonds running from three to five years might be issued, as has 
been done by some Swiss banks, to raise the necessary funds for 
their less liquid investments. The formation of Security 
affiliates on American lines by Indian banks cannot be recom- 
mended owing to the dangers inherent in such practices which 
were clearly brought out during the recent American crisis.’ 
The results of mixed banking whenever pursued in our country 
have been disastrous. We should hesitate to recommend any 
policy which may be interpreted as asking the Indian commercial 
banks to deviate from the established practice of advancing short- 
term credits to trade and industry.’ 


Local Banks and Loan Offices in Industrial Financing : 


Although the Imperial Bank and other Indian joint-stock 
banks have generally avoided investments in industry, local 
banks and loan offices play a part in the long-term financing of 
industry by advancing loans against mortgage of block. The 
tea industry of Bengal and Assam has been financed in this 
way. Some local banks indeed made a speciality of financing 
the tea industry and in that respect bore close analogy 
to the ‘‘ trade banks *' of the Continent. The most prominent 
among these ‘‘ trade banks " were the Jalpaiguri Banking 
and Trading Corporation and the Lakshmi Bank. They made 
advances against mortgage of tea gardens and appurtenances 
and also on the security of tea shares. In 1931 the Jalpaiguri 


1 See Ch. IV. 
2 Cp. Report of Committee on Stato Industrial Finance Corporation in West 
Bengal, pp- 21-22. 
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Banking and Trading Corporation made, for instance, loans 
against mortgage of gardens amounting to Rs. 11,60,00 at 
rates of interest varying from 9 to 12%. Loans on the security 
of tea shares amounted to Rs. 1,78,000. There were further 
unsecured loans to the extent of Rs. 5,57,000 at a rate of 
interest not exceeding 12%'. These Jalpaiguri tea banks, 
however, operated with a very small amount of paid-up share 
capital. The Banking and Trading Corporation was established 
with a paid-up capital of Rs. 50,000 only. The bulk of the 
necessary funds was obtained from fixed deposits running for two 
years, one year and six months, the rates of interest being 7%, 
64% and 44%, respectively. In the last depression these tea 
banks, as is usual with such trade banks which have their fortunes 
bound up with one particular industry, were hit very hard. <A 
considerable portion of their loans to the tea industry became 
unrealisable and frozen and some of them had to close their doors. 
Besides these specialised, banks in Jalpaiguri, there were several 
other loan offices in Bengal and Assam which financed the capital 
expenditure of tea gardens. ‘The balance-sheets of several tea 
companies show that loans against mortgage of fixed assets were 
received from the Brahmanbaria Loan Company, the Manickgunge 
Loan Office, the Pabna Bank, ete.” The Tezpore Industrial Bank 
was known to be financing the block expenditure of a number of tea 
gardens in Assam since 1920. Its first loan to the tea industry 
was a sum of Rs. 20,000 advanced to the Panbari Tea Company 
on the mortgage of the garden. Loans on block account were 
made to several other concerns of which the Nirmala and the 
Radhanagar may be mentioned. ‘The interest for these loans 
varied from 10 to 11%." ‘The same fate as that of the Jalpaiguri 
banks overtook these offices. Most of the tea gardens in the last 
crisis were unable to repay their debts and the banks were 
compelled to restrict their assistance to temporary accommodation 
for meeting current expenses. 


i Balance-Sheet of the Jalpaiguri Banking and Trading Corporation, December 


2 “The Brahmanbaria Loan Co. lent on mortgage on the Chotolekha to the Indian 
‘Tea and Commerce, Ltd., Re, 44,219-:10-0 at 10 per cent. per annum; and the Pabna 
Bank also lent oo mortgage to the Hindusthan Tea and Fishery Co., Ltd.—Balance- 
sheets of the tea compan ies concerned for the year ending Sist December, 1099. ' 
r3 s Evidence of the Managing Director, Texpore Industral Rank, Assam Provincial 
Panking Enquiry Committee, Vol, IT (Evidence), pp- 333-86, * 
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Problems of Current Finance for Indian Industry : 


The need for working capital arises from the fact that an 
interval of time occurs between expenditure on production and 
realisation from sale, During this period the manufacturer has 
to incur considerable expenses for payment of wages, purchase of 
raw material and stores, marketing of finished products, ete. 
In India the capital raised by industry from public subscriptions 
is more often than not entirely exhausted in setting up the 
factory with the necessary equipment and nothing is left for 
meeting working expenses. The industry has to seek this 
working finance from outside sources. But this can usually be 
secured with the greatest difficulty and on the most onerous 
terms. 

The amount of working capital required varies from industry 
to industry and may be reckoned at a value of about six to eight 
months output in normal times.' Tt forms again about 20 to 
30% of the total block capital of a business. In the sugar 
industry the Tariff Board has estimated the working capital 
required to be approximately one-third of the season's output.” 
With production at 117,000 maunds per annum and works cost 
at Rs. 7-8-5, the working capital will be Rs. 3 lakhs. In 
industries like cement and paper, larger amounts are required for 
working capital, the sums often running to 12 and even 15 lakhs 
of rupees for each factory. In the Tata Iron and Steel Industry, 
working capital required in normal times is about two and a half 
to three crores.” There are very few cases where an industry 
has been able to provide a substantial amount out of its share 
capital for working captial im addition to block. Two notable 
instances may be quoted where working capital was provided 
from the start out of paid-up share capital, the Okaha and the 
United Cement Companies (each having a capital of Rs. 32 lakhs.)* 


Banks and the Financing of Current Expenditure : 


Among the banks the Imperial Bank plays the most im- 
portant part in the provision of current finance to industry. 
The Central Bank of India, the Bank of India, the United 

i Report of the Indian Tariff Board, Paper and Pulp Industry, p. 52. 

® Report of the Indian Tariff Board on the Sugar Industry, p. 67. 

s Statutory Enquiry into the Steel Industry, 1926, Vol. TI, p. 310. 

4 Oral Evidence of Rombay Shareboliera” Association. Indian Tariff Hoard (Cotton 
Textile Industry), 1992, Vol. V, p. 8L 
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Commercial Bank and a few other Indian joint-stock banks also 
have a share in furnishing this current finance. The exchange 
banks generally concern themselves with the financing of foreign 
trade and the part played by them in the matter of providing 
finance for the current requirements of industry is insignificant. 
They consider that this is not essentially a real part of their 
business." ‘To a small extent they provide such finance to indus- 
tries generally under European control.° 
Tbe principal directions in which the Imperial Bank renders 
financial assistance to industry are by (1) discounting bills, (2) 
advancing loans and (3) granting cash credits. Many industries 
have got clear overdrafts whilst advances have been made on 
government securities to several others.” By far the greater part 
of the advances to industrial concerns is on the hypothecation 
of stocks. Advances are also made against the pledge of stocks.* 
When the Imperial Bank opens a cash credit account in favour 
of an industrial concern, it requires a promissory note with two 
signatures on every loan. The second narne on the promissory 
note is called the guarantor. In a joint-stock company, it is 
usually that of the managing agents. The loan is further 
secured by hypothecation of stocks of raw and manufactured 
goods which is demanded in addition to the two signatures. 
The Imperial Bank cannot lend except on two signatures 
because under the Imperial Bank Act of 1920, hypothecation was 
no security. It was merely an additional collateral security. The 
pro-note does not give a specific claim. The payment of the 
note may be demanded but no particular asset may be attached. 
When the Bank gets the signature of the joint-stock company 
and the managing agents as well as the hypothecation of stocks, 
it has a specific claim to the extent of the stocks and a general 
claim on the entire wealth of the joint-stock company and the 
managing agents.” The other Indian joint-stock banks generally 
follow the Imperial Bank and demand the additional guarantee 
besides hypothecation of stocks. Thus in the cotton mill 
industry, banks seldom lend on the promissory note of the mill 


1 Evidence of the Representatives of the Exchange Bankers’ Association, Indian 
Central Banking Enquiry Committee, Vol. TIT, p. 351. 

2 Indian Central Banking Enquiry Committee, Vol. IT, p. 530. 

3 Oral Evidence of Mr. (now Sir) K. M. Macdonald, Managing Governor of the 
Imperial Bank of India, Indian Central Banking Enquiry Committee, Vol. TIT, p. 869. 

4 Jbid., p. 902. 


s Evidence of Mr. (now Sir) K. M, Macdonald, Indian Central Banking Enquiry 
Committiec, Vol. TT, p- 889. 
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company alone but usually insist on an additional guarantee from 
the managing agents even though the stocks are hypothecated. 
If the stocks are pledged to the banks with its name on the 
godown, it does not generally demand the personal guarantee of 
the managing agents. But mills do not like to pledge the stocks, 
if they can avoid it. Under the peculiar circumstances in which 
cotton mills are financed in India, pledging of stocks is consi- 
dered to lower their prestige and to entail many inconveniences 
and disabilities. The stocks of cotton and cloth when hypothe- 
cated are stored in the godown of the mills to which the banks 
are given access whenever they desire it. The borrower furnishes 
weekly or monthly returns of stocks to the banks.* The banks 
do not press for the control of the stores and other liquid assets 
when the mills’ financial position is sound and the guarantee of 
the managing agents has been obtained. But they press for 
control and depute a man to keep watch when the mills are in 
difficulties or when they have not obtained two signatures.* 
These loans and cash credits are made for 12 months with 
liberty of renewal. The rates for such advances vary according 
to the credit and standing of the mills. For well-established 
firms the interest on bank loans is the prevailing bank rate and 
if the mill is not sound, it has to pay 1 or 2% more. In case of 
cash credits banks sometimes insist on the ** half interest © 
clause under which the borrower has to pay to the bank interest 
on at least half the amount of cash credit, irrespective of the 
amount drawn. The system of half interest clause, though pre- 
valent in Bombay and Indore, is unknown in Bengal.” In 
Bombay mills the usual margin allowed by the banks is 20 to 
25% in the case of stocks of cotton and cloth in godowns and 40 
to 45% for those in process.‘ In Benga! the Imperial and other 
joint-stock banks advance, in the case of overdrafts against 
hypothecation of stocks, up to 60 to 75% of the value of the 
steck of goods in godowns and on stock in process. The usual 
guarantee is of course required before anv advance is made to the 
mill company. Stores and fuel when hypothecated are not 


1“ Indian Central Banking Enquiry Committee, Vol. IT, p. 368. 

2 Indian Tariff Board (Cotton Textile Industry), 1927, Vol. IT, pp. 323-34. 

8 Letter to the writer from the Managing Agents of the Mohini Mills, Ltd., 
dated the 25th October, 1932. 

4 Letter to the writer from the Managing Agents, Bengal Luxmi Cotton Mills, 
Ltd., dated the Sth March, 1933. 
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taken into account so far as the drawing power is concerned and 
are treated as merely additional security. 

Banks do not, however, constitute the only or even the 
principal source of supply of working capital to industry. On 
the Ist of October, 1930, bank loans and cash credits for 64 
Bombay mills amounted to Rs, 2.26 crores. On that date the 
total amount of finance required by them was Rs. 24.83 crores 
and this particular source supplied only 9% of the total. In 
Ahmedabad banking assistance to the cotton mill industry is of a 
far smaller amount than either in Bombay or in Calcutta. The 
mills there are reluctant to hypothecate their stocks to the banks 
and industry in this centre depends for its current finance almost 
entirely upon the managing agents and public deposits. 

In recent years the Imperial Bank and other joint-stock 
banks have from time to time made advances to the Ahmedabad 
cotton mills against their liquid assets plus the additional 
guarantee of the agents, but the amounts are quite insignificant 
in relation to the large requirements of the industry." Of the 
Rs. 1080 lakhs constituting the total finance required by 56 
Ahmedabad mills, only 42 lakhs were obtained from this source. 


It was only 4% of the total as compared with 9% in the case of 
the Bombay mills.” | 


Public Deposits as a Source of Industrial Finance : 


By far the most important source from which cotton mills 
both in Bombay and Ahmedabad derive their working capital 1s 
deposits received from the public. Ahmedabad mills, again, 
depend on this source to a greater extent than their confréres in 
Bombay where the practice of bank loans and cash credits is 
comparatively more prevalent. These deposits are usually taken 
from indigenous bankers and other sections of the public for 
short periods of 6 or 12 months. The rates of interest payable 
on the half-yearly and yearly deposits vary according to the credit 
and stability of the mill company and its agents. In Bombay 
good mills with large reserves can get money on fixed deposits 
at rates of 4} to 6}%. Some of the most well-reputed mills 


4 Oral Evidence of the Ahmedabad Millowners? Association, Indian Central 
Banking Enquiry Committee, Vol. TMT, p 491. 
2 Reporti of the Indian Central Banking Enquiry Committee, Vol. I, Part I, 
p. 278. 
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used to obtain the deposits not only at the sume rates as quoted 
by banks but even at 4% lower. 

In Ahmedabad, the deposits are obtained at rates varying 
from 44 to 54%." The deposits here as in Bombay generally 
come from the individuals. Before the first Great War, they 
used to come almost entirely from the public at large, the rural 
areas contributing a substantial amount. In recent years the 
practice of interdepositing on the part of the mills themselves 
has grown up in Ahmedabad. Instead of lending the surplus 
funds to a bank, a mill to-day deposits them with another mill, 
generally speaking, not of the same agency. 

The system of obtaining large amounts of circulating capital 
by attraction of deposits is peculiar to the Bombay and Ahmeda- 
bad cotton mill industry and is not prevalent elsewhere. The 
practice does not obtain in Delhi or Madras. It is not also 
firmly established with the cotton mills in Bengal, though it is 
not entirely unknown there. The Mohini Mills, for instance, 
obtain some fixed deposits from the officers of the com- 
pany as well as from the public.” The balance-sheet of the 
company for 3lst December, 1933, shows that fixed deposits 
amounted to Rs. 1,02,221-10-8 and the other deposits were 
Rs. 2,08,079-15-0.* The Articles of Association and the 
managing agency agreement empower the agents to obtain 
deposits on behalf of the mill at 6%.* The Dhakeswari Cotton 
Mills, Ltd., also receives some deposits generally from mill 
employees and persons known to them. Almost all the em- 
ployees keep their savings in the mill. These deposits, though 
said to be on savings account, are really on current account for 
they can be withdrawn more than once a week. Their total 
amount at one time was Rs. 2 lakhs and the rate of interest was 
44%." We are not aware of any other Bengal mill obtaining 
deposits. 

But this practice is only nominal. Very few people venture 
to deposit money in cotton mills in Bengal, and the mills also 


1 Oral Evidence of the Ahmedabad Millowners’ Association, Indian Centra! 
Banking Enquiry Committee, Vol. IIT, p. 182. 

2 Letter to the writer from the Managing Agents of the Mohini Mille, Ltd., 
dated the 25th October, 1932. 

> Ralance-sheet of the Mohini Mille, Ld.. dated the Jlst December. 1939. 

a CL 20 of Articles of Association of the Mohini Mills, Ltd. 

s Source: The Managing Director, Dhakeswari Cotton Mills, Ltd, 
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do not appear to be inviting deposits by offering attractive rates. 
These deposits, however, have been very popular in Bombay and 
Ahmedabad where cotton mills could attract large amounts very 
easily. The public had great confidence in the cotton mills and 
in many instances even preferred to deposit with the mills rather 
than with the government. Cases are not unknown where mills 
had to refuse deposits, so great was the inflow of funds at times. 
The Sholapur with a paid-up capital of Rs. 8 lakhs and the 
Swadeshi mills with a paid-up capital of Rs. 20 lakhs received at 
one time as deposits as much as Rs. 1.30 crores and Rs. 42 lakhs 
respectively." In March, 1924, total unsecured loans (mostly 
in the form of deposits) amounted in the case of the Bombay 
mills to Rs. 11.9 crores. As a result of the last depression, 
deposits declined to some extent. But still on the Ist 
of October, 1930, the amount of deposits held by 64 mills in 
Bombay was Rs. 2.73 crores. Eleven per cent. of the total 
finance required was derived from this source alone.“ The total 
deposits with the Ahmedabad mills have been estimated to be 
more than seven crores." In 1930, 56 Ahmedabad mills had 
Rs. 4.26 crores which formed 39% of their total finance required.* 
The relative importance of deposits as a source of financing the 
cotton mill industry is obviously much greater than in Bombay. 
The method of financing the cotton mills by means of depo- 
sits has been severely criticised as highly dangerous and full of 
drawbacks. There are indeed some inherent disadvantages in 
this system of financing. There may frequently be a temptation 
of overtrading which unsecured loans generally give rise to. With 
meney obtained at relatively low rates, mills may be prone to 
speculation in cotton and may be tempted to carry larger stocks 
than are justified by market conditions. There is also the risk 
that the short-term funds may be used for extension of plant and 
machinery—a practice which is sure to be fraught with dis- 
astrous consequences. Some mills indeed made the sad mistake 
of locking up the short-term funds in long-term credit transac- 
tions and they had to pay the inevitable penalties. There is 


t TYndian Central Banking Enquiry Committee, Vol. IT, p. 387, 
2 Report of the Indian Central Banking Enquiry Committee, Vol. T, Part T. p. 278. 
> Evidence of Ahmedabad Millowners’ Association, Indian Central Banking 


Enquiry Committee, Vol. ITT, p. 481. | 
7 Indian Central Banking Enquiry Committee, Vol. I, Part I, p. 278. 
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another risk to which this system of financing is also exposed. 
Owing to a financial panic there may be a sudden and heavy 
withdrawal of deposits which is sure to prove a source of em- 
barrassment to the mill companies. In time of heavy stocks, 
when the money is locked, the fixed deposits may not be easily 
repaid. 

In ordinary times, however, this method of borrowing for 
current finance has some great advantages. If the deposits were 
not attracted, a big working capital would have to be provided. 
Under the system of deposits capital can be kept low relatively 
to assets and hence to productive and  profit-earning capacity. 
As the rates of interest are fixed relatively low, the profits avail- 
able to the shareholders enable the mills to pay higher dividends 
than would otherwise be the case. As regards the danger from 
a run by depositors, there were indeed a few cases where a run 
on mills by panic-stricken depositors led to the collapse of the 
concerns.' During the last depression also several Bombay 
mills were put to great difficulties owing to the withdrawal 
of deposits. But the danger in normal times is not so great as 
is often made out. The deposits are generally fixed and are 
spread all over the year. They will become due at various dates 
throughout the year. Possibility of an immediate demand 
for payments by all the depositors at a particular date which 
might precipitate a crisis is not very great. The system swits 
the cotton industry in Bombay and Ahmedabad admirably for 
supplementing the working capital. In the buying season when 
cotton has to be purchased, more money is required than to- 
wards the end of the year. The deposits are taken just at that 
time, sav for six months, at rates of interest lower than one has 
to pay for the whole year round. These loans are repaid after 
six months when the cloth has been sold. The industry takes 
money where the money is easy but does not require it when it 
is getting tight. 

The practice of financing cotton mills in Bombay and 
Ahmedabad out of deposits from the public bears some analogy 
to the system, prevailing for a long period in the Lancashire 
cotton spinning industry, of financing mills partly by loans 
made by depositors. The bulk of the fixed capital represented 
by buildings, machinery, and equipment was no doubt furnished 


1 Talian Tariff Foard (Cotton Textile Tndnatry), 1927. Vol. TV, p 209 
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by share and debenture capital but a portion was also obtained 
from deposits.’ The depositors were mainly large numbers of 
mill operatives and local trades people who had been accustomed 
to invest their savings in this manner. When a cotton spinning 
mill was floated, a small amount of the capital was called up and 
the rest of the capital was usually raised by loans carrying 
interest at about 4% free of tax. The loans were unsecured and 
were withdrawable according to the amount at notice ranging 
from two weeks to three months.” This method of finance doubt- 
less enabled the mills to be built and run cheaply while very little 
of the loan money was ever lost. Under modern conditions, 
however, the Balfour Committee pointed out, the system 
‘* presents great dangers, since it is contrary to the principle of 
sound finance to use loans repayable at short notice for the 
purpose of fixed capital.” During the prolonged post-war de- 
pression when the mills had to call up the unpaid share capital, 
the shareholders, who were required to meet these calls, were 
forced in many cases to withdraw their loans from the same or 
other mills and these caused serious disturbances in the finances 
of the mills." 

In India, although a number of concerns have foundered 
on the rock of financing through deposits, cotton mills under 
prudent and conservative management have been immensely 
benefited. It may not be the soundest system of financing the 
mills but it would hardly be fair or reasonable to condemn this 
method of financing categorically when it has stood the test of 
time during the last 30 or 40 years. As the present facilities for 
banking assistance to industry are, the system has filled a real 
need in India. It will also be incorrect to suggest that 
the finance is all short-term. As has been pointed out by 
Mr. Kasturbhat, Chairman of the Ahmedabad Millowners’ Associa- 
tion, yearly deposits form 95 to 98% of the finance employed by 
Ahmedabad mills. They are taken not at a particular period but 
for all the year round, and run for 12 months, so that if any 
mill company is in difficulties and funds begin to be withdrawn 
it does not get a notice of a week or a fortnight or a month but 
practically gets 6, 8, or 9 months to arrange for finance and so 


\ Final Report of the Balfour Committee on Industry and Trade, p. 43. 

s Jbid., p. 46. 

a Survey of Textile Industry (Committee on Industry and Trade), p- 36. Also 
Further Factora in Industrial Efficiency (Committee on Industry and Trade), pp- 175-76, 





PROBLEMS OF INDUSTRIAL FINANCE IN INDIA 135 


settle upon a fixed basis." In recent years, ordinary deposits 
have not as a rule been invested in the block account of the mills, 
seven-year deposits being invariably employed for these purposes. 
Whatever may be the merits of debenture finance, it is clear that 
Indian industry has been able to escape the depressing influence 
exerted by this method of financing on industrial earnings which 
has been so marked a feature of European industrial finance in 
the years of the Great Depression.* 


Deficiencies in Banking Assistance to Indian Industry : 


The conditions and terms under which Indian industry is 
able to obtain banking assistance appear to be rather onerous. 
The practice of requiring two signatures is an essential part of 
the present banking structure of the country. The second 
signature is seldom dispensed with. It is required even when 
a regular pledge is given, even when the banks are in physical 
possession of the liquid assets. The statement of the representa- 
tive of the Imperial Bank before the Central Banking Enquiry 
Committee that the Bank takes the second signature only when 
the stock is not pledged does not appear to be consistent with 
facts... The advances by the banks to industry are much better 
secured here than in the western countries because the personal 
guarantee of the managing agents is obtained, besides the regular 
securities. But from the view point of industry, the insistence 
on the second signature from the managing agents serves to 
restrict the total amount of finance it can raise. The actual 
amount of advance is far too small relatively to what the assets 
will justify, and is generally less than what the concern requires 
for its purpose.‘ Cash credit is available generally to big indus- 
tries such as jute and cotton. The Imperial Bank advances only 
when the industry is well established. No facilities are available 
in the early stages. Besides, the facilities given in the form of 
cash credits are withdrawable at any moment. The attitude of 
banks to industrial concerns which have issued debentures has 
already been noticed. Their credit with the banks is weakened 


t Indian Tarif Board (Cotton Textile Industry), 1952, Vol. IV, p. 116. 

2 The World Economic Survey, League of Nations, 19032-8393, 

3 See the remark of the President, Indian Tariff Board (Cotton Textile Industry), 
1992, Vol. V. p. S1. 

4 Article by Mr. Manu Subedar in the Indian Finance, Banking Number, 
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and their shares become unacceptable as collateral and they find 
it extremely difficult to raise the loans and cash credits on the 
usual terms. Such penalization is unwarranted and is dictated 
by a narrow banking policy. 

There is an undercurrent of feeling that the Imperial Bank 
has been very harsh in its dealings with Indian industrial 
concerns and has in many instances withdrawn credit in such 
a manner as to force their liquidation. A number of witnesses 
appearing before the Indian Central Banking Enquiry Committee 
accused the Bank of unsympathetic treatment and even of racial 
discrimination.’ But there is scarcely any ground for this 
feeling against the Bank. As regards the charge of racial 
discrimination it is interesting to note that the witnesses failed 
to substantiate the charge and were not prepared to quote con- 
crete cases even in camera.” It was with them only an 
impression that Indians of sufficient standing were not able to 
get the same financial help from the Bank as a European would. 
We have, on the contrary, the testimony of Mr. (now Sir) 
H. Mody that the Imperial Bank could never be accused of racial 
discrimination, so far as the cotton industry of Bombay was 
concerned. The witnesses were also forced to admit that in those 
few cases where withdrawal of credit was alleged to bring about the 
ruin, the position of the concerns did not warrant the continuance 
of any further assistance.” 

Although there has been no complaint against the Imperial 
Rank so far as the financing of cotton mills in Bombay on the 
system ‘of hypothecation is concerned, it has come in for a good 
deal of criticism in regard to its attitude towards the Indian 
section of the tea industry in Bengal. The Imperial Bank could 
not lend direct to the tea companies on crop hypothecation 
because it was precluded by the Act of 1920 to advance against 
such securities alone and as usual insisted on an additional 
guarantee. But the guarantors whom the Imperial Bank 
generally approved of were European firms of managing agents and 
the four European firms of tea brokers through whom all tea 
has to be sold. As a rule, the Imperial Bank did not lend on 
the guarantee of Indian managing agents or the ‘‘ tea banks "’ 


1 Indian Central Banking Enquiry Committee. Vol, TT, p. 468, 
2 Indian Central Banking Enquiry Committee, Vol, TIT, p. 468, 
s Thid., Vol. IT, p- 421. 
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of Jalpaiguri.’ A reference to the proceedings of the Bengal 
Provincial and the Central Banking Enquiry Committees discloses 
that a specifie charge was made against the Bank that it had 
refused to lend on crop hypothecation to some Indian-owned 
gardens inspite of the guarantee offered by the Jaipaigur. Bank- 
ing and Trading Corporation. ‘There was a definite suggestion 
that the Bank was confining its acceptance of guarantors to 
European firms only and thereby putting the Indian gardens to a 
great deal of inconvenience. In reply to the questionnaire of 
the Bengal Provincial Banking Enquiry Committee, the Imperial 
Bank denied the allegation and stated that it was solely guided 
by the status of the firm proposed as guarantor.” The Central 
Banking Enquiry Committee pursued the point with the 
managing governor of the Bank. He was specifically questioned 
as to whether the Bank could provide the necessary finance to 
the tea gardens on the guarantee of the Jalpaiguri Banking and 
Trading Corporation just as it did on that of the European 
brokers or managing agents. The reply was that the Bank was 
always prepared to finance tea gardens on the guarantee of a 
third party and that any application for accommodation would 
be dealt with on its own merits.” The reply of the Bank in both 
cases appears to be evasive. There was an undercurrent of feeling 
that few Indian companies obtained the finance they required from 
the Bank. 

The Imperial Bank might have been precluded by statute 
to lend simply against hypothecation without any additional 
guarantee. But the attitude of the other banks which followed 
suit is inexplicable. Such a system of financing industry has no 
parallel! in any other part of the civilised world. 

The insistence on the part of several banks for taking 
physical possession of the stocks when they agree to grant loans 
against hypothecation is a source of great inconvenience to Indian 
industry, particularly to the cotton mills of Bombay and 
Ahmedabad. The concerns are required to store the goods in 
the godowns of the banks under the control of the latter. In 
some cases the goods are allowed to be stored in the company's 







i Letter from the Secretary, Indian Tea Planters’ Association, Indian Central 
Enq Committee, Vol. II, p. 660. 
2 Minutes of Evidence, Bengal Provincial Banking Enquiry Committee, Vol. TT, 
2 Evidence of Mr. (now Sir) K. M. Macdonald, Managing Governor, Tmperial 
Bank of India, Indian Central Banking Eoquiry Committee, Vol. IIT, p. 25. 





©) : $ 
138 INDUSTRIAL FLNANCE LN INDIA * 


godowns with the board of the bank affixed outside. The general 
circumstances and the standing of the parties are so entirely 
different from those prevalent elsewhere—the majority of the 
cotton mills having to work upon a system of public deposits— 
that the acceptance of such conditions is believed to prejudice 
their position in the eyes of their creditors.’ 

The practice of charging a rate of interest 1 to 2% higher 
than the Imperial Bank rate with a certain minimum (in Bengal 
cotton mills 7%) for the accommodation furnished by banks 
must have acted as a drag on Indian industry. The average bank 
rate is generally much higher in this country than in England or 
Japan and the demand of more than 1% over it here must be 
almost in the nature of a penal charge. For a number of years, 
for instance, the prevailing bank rate in India had been very 
high. From November, 1929 to April, 1930, it stood at 1%. 
In 1931 the average rate for the whole year worked out at 
7.046%. The high bank rate must mean high interest rates to 
be borne by Indian companies for their current finance. The 
Bombay mill industry, for example, had in October, 1930, 
Rs. 7.58 crores as loans from banks and managing agents on 
which interest at or above the prevailing high bank rate had to 
be paid. It was a heavy burden that the industry had to bear.’ 

The insistence by several banks on the “* half interest 
clause '" in the western side of the country is an additional draw- 
back from which the cotton mill industry of Bombay specially 
suffers. Interest has frequently to be paid on half the credit 
allowed whether the provision has been utilised or not. This is 
probably not very unreasonable as the bank is obliged to provide 
the full amount of the cash credit whenever demanded, But at 
the same time it is clear that much of the benefit from cash credit 
is reduced as the mills will naturally tend to pay them back, long 
before they are due, to avoid the payment of interest. 

Complaints against inadequacy of banking assistance and 
of hard dealings on the part of banks increased in number and 
in frequency during the years of the depression and were made 
even with respect to the Bombay mill industry where they had 
been rare so long. There is a kind of widely held impression that 


1 The Bombay Shareholders" Association: Replios to the Tariff Board question- 
naire (Cotton Textile Industry Enquiry), 1932. 

3 Representation of the Bombay Millowners" Association to the Indian Tarif 
Board (Cotton Textile Indostry), 1992, dated the Silat May, 1032, p. 44. 
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the Imperial Bank, not to speak of other banks, was not doing 
its duty in those years to the premier industry in its distress. It 
drastically reduced its loans and cash credits and even refused its 
accommodation to several mills, although there were the usual 
margin and the agents’ guarantee.’ In many cases borrowing 
mills were put to unnecessary trouble and interference by other 
banks. The rates charged for advances were also increased. 
First class mills were paying 1 to 14% more than they used to 
pay in the pre-war days. When the banks in England had 
firmly stood by the British cotton mill industry and the Central 
Bank itself was playing a large part in its reorganisation, it is 
unfortunate that the banks in our country should have been 
indifferent to the premier national industry in the times of stress 
and strain through which it was passing. There was not only a 
general reluctance to provide financial assistance but even a 
marked tendency in several cases to exact rates of interest which 
could hardly be called fair.“ The position of Bengal mills was 
rendered particularly difficult, for they had not, like their confréres 
in Bombay and Ahmedabad, an alternative source of finance in 
public deposits. A number of cotton mills have informed us 
that they experienced great difficulties in securing the finance from 
banks. There is a general feeling that facilities for borrowing 
working capital are not available in Bengal.’ 

The principal source from which current finance was obtained 
for the Bombay and Ahmedabad mills was depleted seriously 
in the years after the depression. The public largely withdrew 
their deposits. The world-wide trade depression was no doubt 
responsible for a considerable portion of the withdrawals but there 
is reason to believe that the higher rates of interest obtainable by 
purchasing treasury bills, gilt-edged securities and postal cash 
certificates must have diverted large amounts of deposits to these 
channels of investment. New deposits that might have other- 
wise flown into the mills were also drawn away into these invest- 
ments. The mills were experiencing considerable difficulty 
in obtaining their required working capital from deposits and 
were forced to offer higher rates of interest to attract them. 


1 Memorandum of Mr. A. D. Shroff, Indian Central Banking Enquiry Committee, 
Vol, II, p. 388. A 
2 The Bombay Shareholders’ Association > Replies to the Tarif Board questionnaire 
(Textile Industry Enquiry), 1932. 
4 The Managing Agents, the Mohini Mills, Ltd., the Mahaluxmi Mills, Ltd., and 
the Luxmi Narayan Mills, Ltd. 
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The plight of the Bombay mills was much worse in this 
respect. The confidence of the depositors had already been 
shaken in them on account of large losses and failures brought 
about by industrial troubles and the subsequent heavy with- 
drawals aggravated their distress. The mills in Ahmedabad were 
also hit but there the decline in deposits from rural areas and 
other sections of the public was partly compensated for by the 
scr growth of interdeposits by the mills themselves as noticed 
above. 


Suggestions for Improving Facilities of Current Finance : 


The restrictions imposed upon the working of the imperial 
Bank under the Act of 1920 stood in its way of providing 
adequate financial facilities for Indian industries. The fact that 
hypothecation was no security under the Act and the Bank had 
to demand an additional guarantee from managing agents hitherto 
caused a great deal of hardship to borrowing concerns. On the 
passing of the Reserve Bank Act of 1934, and the consequent 
amendment of the Imperial Bank Act, the Bank has been freed 
from some of the restrictions which had existed so long on its 
working. Under the amending Act of 1934 the Bank has been 
authorised to advance directly against goods hypothecated to it 
subject to the special directions of the Central Board, instead of 
being restricted to advances only against goods which are in its 
possession or the documents of title of which are deposited with 
itt If the additional guarantee of managing agents is dispensed 
with, the handicap from which borrowing concerns suffer to-day 
owing to the insistence of the guarantee will be removed. It 
will be interesting to know how far the present banking practice 
will be modified in the direction of dispensing with the agents’ 
guarantee. The writer approached in this connection the 
Managing Director of the Imperial Bank but beyond confirming 
that the Bank was empowered to lend directly against the 
hypothecation of goods, he furnished no more information.” It 
is to be hoped that the Imperial Bank will make a hberal use of 
the powers granted to it under the amendment and dispense as 


t flee Schedule, I, Part I (Va), Sec. 15 (1) of the Imperial Bank of India 
Amendment) Act. 19. 
: n —— ta the writer from the Managing Director, Imperial Bank of India, dated 
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far as possible with the necessity of the agents’ guarantee, The 
Indian jointstock banks which had hitherto followed the Imperial 
Bank in demanding the guarantee should now reconsider ther 
policy in view of the amendment of the Imperial Bank Act. 
The system of cash credits adopted by the Imperial and other 
banks is not sufficiently elastic, and should be replaced as far as 
possible by the system of discounting bills. The popularisation 
of commercial bills is sure to increase the facilities for short- 
term industrial credit. A more extended use of commercial bills. 
it is interesting to note, has also been advocated by the Mac- 
milan Committee for the benefit of English industry.’ In 
recent years bills in England have largely gone into disuse and 
there is an increasing tendency to conduct business on seasonal 
overdraft with the banks rather than the bill between the 
manufacturer and the customer. 

The establishment of large warehouse companies is also 
likely to mitigate the drawback from which Indian industry 
suffers to-day on account of the insistence by the banks on a 
high margin for their advances against stocks. These could 
take over the stocks, keep them in their own warehouses and 
banks might safely advance against the warehouse receipts or 
warrants. The system under which goods are kept to-day 
under lock and key of the banks without affording suitable 
facilities for sale would then be abolished and the present 
arbitrary methods of valuation by banks would also be dispensed 
with, 

A great deal of the difficulties regarding the supply of 
current finance for Indian industry is undoubtedly due to the 
prevalent idea that banks should furnish the whole of the 
required working capital. Sound methods of financing industry 
presuppose that an industrial concern should not only meet its 
fixed capital expenditure out of share capital but that at least 
some portion of the working capital should also be provided out 
of it. The failure to realise this has been a source of great 
embarrassment for many a newly-established concern. Banks 
cannot conceivably finance a business until it has worked for 
some time. 

In the western countries in recent years there has been a 
remarkable tendency among industrial companies to pursue a 


§ Report of the Committee on Finance and Industry, p. 169. 
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conservative dividend policy and to meet their working capital 
expenditure out of undistributed profits or from the sale of 
securities." Resort to bank borrowing is made only in emer- 
~ gencies and they have been growing more and more independent 
of banks as regards the supply of their working capital. It may 
be recalled that this trend in industrial financing has deprived 
the banks there of the ordinary avenues of employing their 
funds.* Indian concerns should curb their almost universal 
tendency of disturbing excessive dividends and try to build up 
large reserves which may with advantage be utilised for meeting 
their working capital expenditure. A well-known cotton mill in 
Bengal which in the earlier years of its development was severely 
handicapped for want of adequate financial facilities for current 
expenditure has been for a long time now financing its working 
capital expenditure out of undivided profits and reserves and has 
dispensed with the necessity of bank loans and cash credits." 


E. 8. Mead, Corporation Finance, New York, 1033, p. 919 
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CHAPTER VI 


MANAGING AGENTS IN THE ROLE OF THE INDUSTRIAL = ; 
FINANCIER IN [NDIA 


The Managing Agency System forms the basic framework 
of the existing methods of industrial finance in the country. It 
has no counterpart in any other part of the world and is entirely 
peculiar to India. She does not possess the industrial banking 
system of the Continent. Nor are there institutions in the 
country, corresponding to the issue houses, investment bankers 
and underwriting firms of the Western countries. Their place 
in the financing of industries is taken in India by the Managing 
Agency System, an effective substitute for all of them. It is 
India’s unique contribution to the institutional developments of 
industrial finance. 

It is not the place here to conduct a research into the origin 
of the Managing Agency System. It is generally believed that 
the inception of the Managing Agency System dates back to the 
days of the old East India Company.’ The ‘‘ agency houses "" 
of those days later blossomed into the European firms of 
Managing Agents of the modern times. The device was origi- 
nally adopted to ensure the supply of foreign capital for indus- 
trial ventures in India. The same device was later on found to 
be highly useful for attracting investment of Indian capital in 
indigenous enterprises.” Whatever might be the way in which 
the system originated, it is firmly implanted in the industrial 
organisation of India to-day. Ever since its inception, it has 
been closely associated with the industrial development of the 
country. Even now when an industrial company has to be 
floated, it is almost invariably the practice to connect it with an 
existing house of Managing Agents or create a new Agency to 
look after it when started. 


s J. B. Richards (American Trade Commissioner in India), Special Report No. 37. 
January, 1933. Also K. C. Mahindra of Messrs. Martin & Co., in the Indian Finance, 
dated July 13 and 20, 1929. | 
: a “The Managing Agency System—the problem in relation to Indian Industria 
Development *"—an article in the Indian Finance, July 19 and 20, 1929. 
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Managing agencies generally come into existence on the 
occasion of the promotion of a joint-stock company. There is 
no company promoter in India in the same sense as in England. 
His place, as already noted, is taken by the managing agent 
here. A group of persons, a syndicate or a firm of managing 

agents take the initiative in floating a company. They under- 
take all the risks and bear all the initial expenses of experiment 
and research. The enterprise cannot be launched before the 
public and the latter cannot be invited to subscribe to its capital 
unless and until the promoters are definitely assured that it is a 
really workable proposition. Even when the promoters are 
perfectly satisfied that the promotion may be made profitable, 
an intermediate stage, that of a private company, follows before 
the public are finally asked to put their money in the venture. 
The private company may be carried on for some time till it may 
be brought to the profit-earning stage. It is then considered 
ready for offer to the public. All the preliminaries have by this 
time been completed, a good deal of spade-work done and a 
routine established. The company can now safely be launched 
upon the public. In the West the promoter is rewarded by the 
grant of cash or the allocation of some shares in the company. 
Here the promoters are rewarded by being entrusted with the 
managing agency of the concerns in creating which they have 
incurred such risk and trouble and expenditure. Thus the 
managing agency of Tata Sons, Ltd., was created with reference 
to the Tata Iron and Steel Co., the Indian Cement Co., and the 
Tata Hydro-Electric Co. In the West the promoter ceases to 
take any interest in the venture as soon as the promotion is 
completed. He is only interested in a successful issue and 
prosperity or adversity of the business in later years is entirely 
a matter of indifference to him. But the managing agents here 
remain closely associated with the business they have promoted 
for a fairly long period, and their interests become identified 
with those of the company. Here their activities are comparable 
not to those of the English company promoter but are 
reminiscent of the practice of German banks in the earlier years. 
Like them the managing agents have played an important part 
in nourishing the enterprises they have promoted. They have 
stood by them in their young and immature stage, attending to 
their financial needs and ministering to their ailments in every 
phase of their development. 
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Managing agency firms until recently, were chiefly partner- 
ships or private limited companies. Proprietary firms or public 
limited companies were not unknown but the partnership agency 
lirms predominated. Of the 36 firms of managing agents existing 
in Calcutta on the outbreak of World War II, only 7 were 
limited companies, all the rest being partnerships. Most of these _ 
limited companies, again, were originally partnerships which 
were subsequently converted. Messrs. Andrew Yule & Co., 
Ltd., provided a typical instance where a partnership had been 
converted into a private limited company. The private limited 
managing agency companies are generally nothing but family 
firms that have converted themselves into such companies to take 
advantage of the limited liability afforded by the Companies Act. 

The managing agency firms may thus be described as either 
partnerships or private limited companies, formed by a group of 
individuals with strong financial resources and considerable 
business enterprise." They do the preliminary work of research 
and experiment, precedent to the starting of new concerns, 
promote joint-stock companies, employ their own funds for 
financing the requirements of the concerns in their group or 
arrange for such finance by acting as guarantors and as the name 
implies manage their business.” Besides the promoting, financing 
and managing of industrial concerns, a number of other functions 
usually called ‘‘ subsidiary services '' have come to be associated 
with them. They act as agents for marketing the produce of 
their companies and also for purchasing their requirements of raw 
materials, store and machinery. In addition to all this, the larger 
and more important among these firms, especially on the Calcutta 
side, conduct a great variety of business, such as export and 
import trade, banking and various kinds of agency business.’ 
The activities of one well-known firm of managing agents in 
Calcutta are found to be carried on in as many as 15 different 
departments.* 

The description of managing agency firms as partnerships 
will not be wholly correct in the present times. One of the most 
significant developments of managing agency in recent post-war 
years has been the virtual extinction of the partnership in favour 


t Report of the Indian Industrial Commission, pp. 12-13. 

2 Panandikar, Banking in India, p. 215. 

2 Evidence of Bengal Chamber of Commerce, Indian Central Banking Enquiry 
Committees, Vol. IIT, p. 4. 

4 Thacker'a Indian Directory, 1935, pp. 90-31, 
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of the joint-stock form of organisation. Almost all the old 
established British Managing Agency houses have now been con- 
verted into limited liability companies, public or private, mostly 
‘the former. Among the well-known conversions may be men- 
tioned those of Messrs. Andrew Yule and Co., Gillanders Arbuthnot 
and Co.. Mcleod and Co., Mackinnon Mackenzie and Co., and 
Messrs. Jardine Skinner and Co., and George Henderson and Co., 
Messrs. Jardine Henderson and Co., Ltd., being formed to acquire 
the business of the last two firms.’ One of the main reasons for 
the abandonment of the partnership has perhaps been the high 
incidence of taxation which falls relatively more heavily on 
members of a partnership as against members of the limited 
liability concerns. Another factor is to be found in the fact that 
the large financial requirements of a modern business cannot be 
met out of the limited resources of a few private individuals. 
Again, the future was full of political uncertainties and advantage 
was promptly taken by British financial interests of the prevalent 
monetary and taxation policies of the Government of India, to dis- 
pose of their assets at highly inflated prices to Indian business- 
men, who with their war-inflated profits were ready to pay such 
prices. Thus the second important development of managing 
agency is witnessed—the fusion of British and Indian financial 
interests in business. A substantial portion of the capital of these 
public limited Managing Agency houses has not only passed into 
‘Indian hands but Indians are participating jointly with foreigners 
in the management of the businesses under them. 

Calcutta is the home of the managing agency. Tt is here 
that the system first originated. But as the utility of the system 
came to be perceived, it spread over to other industrial centres 
such as Bombay, Ahmedabad, Madras and Cawnpore. The 
greatest development of the system has, however, been reached 
in Calcutta, Bombay, and Ahmedabad. In Bombay and Ahmeda- 
bad the managing agency firms are mostly Indian and the 
system is associated chiefly with one kind of industry—the 
cotton mill industry. In a few instances only the management 
of more than one kind of business may be observed. The 
most notable instance in this respect is that of the Tatas who 
are interested in iron and steel, cotton, hydro-electric and cement 
industries. But in Calcutta the important agency firms are 





1 Capital, December 22, 1949 (Annual Number), p. 9. 
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mainly European and they are connected with a variety of 
enterprises. 

The constitution of the managing agency is slightly different 
in the three industrial centres—Bombay, Ahmedabad and 
Calcutta. The chief distinguishing feature is that the managing 
agency is permanent and hereditary invariably in Ahmedabad 
and in some instances in Bombay but not so in Calcutta. The 
big European managing agency firms in Calcutta have so many 
more partners—they numbered fourteen in the case of Barry & 
Co. in 1935'—than the managing agency firms in the other two 
centres that there is not the same scope here to capture a 
managing agency and keep it going on in the family. But an 
attempt is always made to bring into the business an outside 
element carrying with it industrial experience or technical 
knowledge or even some capital. Some of the Senior Assistants are 
in this manner frequently made partners of the firm, when an 
opening is created for them by the retirement of the senior or 
other partners. Numerous instances can be quoted to show that 
the assistants of the past have become partners, even senior 
partners of to-day. On the retirement of the partners they are 
not necessarily succeeded by their sons or nephews but frequently 
by other assistants. It is often found that a member of the 
founder's family, a son or a nephew, does not automatically 
become a partner of the firm but serves as an assistant in the 
firm. Sometimes but not invariably he becomes a partner after 
acquiring sufficient experience or technical knowledge. Thus 
although the firm may have some representatives of the founder's 
family, the presence of so many other partners in it obviates any 
possible degeneration due to family succession.” 


Functions of the Managing Agents : 


The Managing Agent has fulfilled three important functions 
in the industrial economy of India. He has combined in him the 
functions at once of the entrepreneur, the financier and the busi- 
ness manager. As an entrepreneur, the managing agents have 
taken upon themselves all the risks and responsibilities of 


1 hacker's Indian Directory, 1935. | 
2 Evidence, Bengal Chamber of Commerce, Indian Tariff Board (Cotton Textile 
Industry), 1927, Vol. ITT (Evidences), P- $22. 
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pioneering new industries in a country where industrial develop- 
ment had scarcely been significant. As Mr. Mahindra has 
observed, the managing agents have led the way for a systematic 
industrial advance in the country. ‘‘ Their courage and faith to 
conduct preliminary experiment and research, their ability and 
willingness to furnish the necessary finances, their sporting pre- 
paredness to face all risks and above all their vision and unerring 
instinct to perceive the commercial possibilities of a project *' 
have achieved for India a substantial measure of industrial pro- 
gress. All the more important jute mills, cotton mills, tea 
gardens and the greater part of sugar factories, electric supply 
companies and light railways were established and are still 
managed by them. ‘The iron and steel industry and the hydro- 
electric industry would never have reached their present stage 
without the enterprise of the Tatas, their managing agents. A 
number of other prosperous and flourishing industries of to-day 
would have yet been in the womb of future without the initiative 
of managing agents. They were the pioneers in the field of 


industry in the country and have borne all the losses of pioneer 
industrialism. 


Managing Agents in the Réle of the Industrial Financier : 


‘The attribute of the managing agent that has most attracted 
public attention is his réle as a capitalist, the supplier of indus- 
trial finance. Sir Victor Sassoon described the arrangement of 
finance for the companies under his control as the most valuable 
function of the managing agent." The provision of finance not 
only for initial fixed capital expenditure but also for subsequent 
reorganisation, extensions and modernisation as well as for 
working capital purposes has to be arranged for by the managing 
agents. They furnish this finance in various ways: by them- 
selves subscribing to the share capital and debentures of joint- 
stock companies or getting them subscribed by their friends and 
relatives, by arranging loans from banks and pledging their 
guarantee for the loans, by attracting deposits from the public on 
the strength of their reputation and standing in the business 
world and last but not least by making advances to their com- 
panies from their own private resources at agreed rates of interest. 


1 Indian Currency Commission, 1926, Vol. V, Q. 6008-9. © 
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Not only do the managing agents themselves subscribe to 
the shares and debentures of the companies they manage but they 
assist in the placing of their securities on the market as the 
underwriters or issue houses of the West or the ‘* industrial 
banks "’ of the Continent do. They thus perform the useful 
function of bringing together the investor and the company. 

The part played by managing agents as an industrial 
financier has been so important and has aroused so much public 
interest that it is worth while to examine in some detail the 
various forms in which they have rendered this financial assist- 
ance to industry. The provision of fixed initial capital to 
industry by means of subscription to its share capital is the most 
important element in industrial financing and it will be interest- 
ing to investigate to what extent managing agents furnish initial 
capital to industry in this form. So far as the Ahmedabad cotton 
mill industry is concerned, the claim of managing agents that they 
provide fixed initial capital by means of subscription to share 
capital is in the main justified. Mr. Kasturbhai Lalbhai, 
representing the Millowners’ Association in Ahmedabad, stated 
before the Tariff Board of 1932 that in several cases managing 
agents then held 3/5ths of the shares in the cotton mills. There 
were even individual cases where 85 to 90% of the shares were 
owned by them.’ As regards the Bombay mills, a careful perusal 
of the evidences tendered before the Tariff Boards of 1927 and 
1932 gives one the impression that the managing agents were 
the majority shareholders.” The managing agents of the Bengal 
cotton mills have not the same large stake in their companies as 
their confréres in Ahmedabad and Bombay. Still they have a 
fair amount of shareholdings. For instance, in the Benga! 
Luxmi the managing agents held 25% of the share capital, in 
the Mahaluxmi 10% and in the Mohini 5%.” In the case of 
the recently started Basanti Mills, there appears to be an excep- 
tion for here the managing agents with their relatives and friends 


t Bvidence of the Ahmedabad Millowners’ Association, Indian Tarif Board 
(Cotton Textile Industry), 1932, Vol. IV, p- 15%. 

* Indien Tarif Board (Cotton Textile Industry), 1927, Vol. TV, p. 248. 
be s Letters to the writer from the Managing Agents of the mills cofeerned in 
reply to his questionnaires. 
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owned nearly 80% of the share capital. Four of the partners 
of the managing agency firm along with one relative were found 
te hold 25,000 shares out of a total of 51,980 shares taken up.’ 

It will be interesting to investigate the position in this 
respect in the jute mills under the Calcutta firms of managing 
agents. We have studied the Summaries of Capital and Lists of 
Shareholders of a considerable number of jute mill companies. 
The shares are not always held in the name of the managing 
agency firm. They are often held in the name of the various 
partners of the firm and sometimes in the name of their wives 
and daughters and even other relatives. The share registers, 
however, do not always give a definite idea on account of the 
system of blank transfer which is prevalent in Calcutta but not 
in Bombay. ‘The shares held in the name of a managing agency 
firm and its partners may be considerably more or less than the 
number indicated in the register because some shares may be 
held on blank transfer. It will, therefore, be somewhat difficult 
for us to make any statement on the extent of the managing 
agents’ shareholdings. 

Although it may be difficult to obtain an estimate of the 
exact amount of shares held by managing agents in a company, 
a fair index of the extent of their holdings may be had from a 
study of the Summaries of Capital and Lists of Shareholders in 
two different periods, the one in the year after the incorporation 
of the company when the first list was filed and the other in 
more recent times. An estimate of the extent of the agents’ 
holdings in the first period based on the amounts as given in the 
earliest lists of shareholders is not likely to be vitiated very much 
by the practice of blank transfer. The transfer and re-transfer 
of shares must have begun later. A comparison of the extent of 
ehareholdings at the two different periods will also assist us to 
discover any possible tendency among the agents to reduce their 
holdings and dispose of the same to the investing public. 

A careful examination of the Summaries of Capital and Lists 
of Shareholders filed with the Registrar of Joint-stock Companies, 
Calcutta, at two different periods, the one in the year after the 


1 Summary of Capital and Lists of Shareholders made up to the 3rd November, 
1934. 
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incorporation of the company and the other in subsequent years 
has given the following result :— 


No. of Percentage of 


shares total capital 
Namo of Jute Co. 


Year Total number held by hold by 
of shares Managing Managing 
Agents, Agents. 
(1) Tho Auckland Jute Mills, Ltd! ... 1909 20,000 426 2.1 
(Mesars. Bird & Co.) s< 1934 30,000 735 2.4 
3 


42) The Kankitarrab Jute Mills, Ltd 1883 14,000 3.585 27.7 
(Mossre. Jardine Skinner & Co.) ... 1935 


40,000 4,605 11.5 

(8) ‘The Hooghly Jute Mills, Ltd.2 ... 1914 1,59,600 20,655 12.9 
(Messrs. Gillanders Arbuthnot 

& Co.) — 3 ose 1935 1,59,600 9,069 5.6 

(4) The Naihati Jute Mills Co., Ltd.* 1906 11,000 1,125 10.2 

(Messrs. Heilgera & Co.) s... 1934 17 500 155 6 

(5) The Kelvin Jute Co., Ltd.⸗ .. 1908 16,000 1,518 9.4 
(Messrs. Mcleod & Co.) sss 1935 17,000 75 FY, 


There is a practice with some Calcutta agency firms to own 
subsidiary companies which play a part in the financing of the 
concerns under the management of the parent companies. In 
forming an estimate of the extent of the managing agents’ 
shareholding in a concern, the amounts held by such subsidiary 
companies will have to be taken into consideration. The Calcutta 
Discount Company, a subsidiary of Messrs. Andrew Yule & Co., 
Ltd., and the Strand Properties, Ltd., a subsidiary of Messrs. 
Mackinnon Mackenzie & Co., are two typical instances. 

It is evident from the examination we have made of the 
position in the two periods—the one immediately after the mills 
were started and the other in the recent years—, that the European 
managing agents did not contribute any significant portion of the 
initial share capital of the jute mill industry. In many cases 
where the agents held some shares in the beginning, they 


1 Summaries of Capital and Liste of Shareholders mado up to 20th June, 1909 and 
pe — — Capital and Lists ef Shareholdera made up to Slst December, 
a pation ce danii oe vies of Shareholders made up to Jrd August, 1914 
a * Be ea ue Caplin and Lists o’ Sharcholdera made up fo Qnd April, 1900 
e er P aS I end Lista of Shareholders made up to 26th August, 1908 
and up to 16th April, 1935. 
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gradually unloaded them among the public to such an extent that 
their holdings became quite insignificant. Thus they were 
truly underwriting firms, holding very few shares in their com- 
panies, always endeavouring to pass them on to the public when- 
ever possible. The managing agency system presents in this 
respect a sharp contrast to that prevailing in the cotton mills of 
Bombay and Ahmedabad. The tradition in Calcutta is altogether 
different. The agents themselves have an entirely different con- 
ception of their functions in this respect. They take a pride in 
disposing of issues to the public and they consider themselves 
highly successful agents if they are able to dispose of the whole 
issue in this manner. If people have faith in the managing 
agents, they will be anxious to buy the shares in the concerns 
under their management. It is obvious the greater the repu- 
tation of the managing agents, the greater will be the induce- 
ment to invest in the companies promoted by them and the 
managing agents under such circumstances will be left with 
very few shares in their hands. Mr. K. C. Mahindra observed 
before the Tariff Board of 1932 that his firm, the Martins, did 
not hold even 20% of the shares of the companies under their 
managing agency because they prided themselves on the fact that 
they were successful agents." The nearer a concern can be 
brought to the point where the agent has to hold the smallest 
possible percentage of the share capital, the more successful will 
the agent be called. Like the Bombay and the Ahmedabad 
agents they are not inclined to lock up their resources by holding 
shares in their own portfolio but they take the earliest opportunity 
to free their funds from the shareholdings in a company sọ that 
the same might be made available for the benefit of another 
company. It is only when public floatation proves a `' frost "' 
that managing agents are left with a large number of shares. 
The public, for example, may subscribe only 20% of the 
capital and 80% may be left in the hands of the managing 
agents in the beginning. Managing agents under such circum- 
stances do not close down the concern but devote themselves 


t Evidence of Mr. K. C. Mahindra of Messrs. Martin & Co., Indian Tariff Board 
(Cotton Textile Industry), 1932, Vol. V. p. 57. This is true even in the present times. 
Messrs. Martin Burns, Ltd., managing agents of tho Iron and Steel Co., Ltd., held in 
1950. only 10.000 shares ont of a total of 25.52.506 shares taken up and of the Steel 
Corporation of Bengal, only 1,00,000 shares out of a total of 322,88,800 shares taken up- 
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earnestly to the task of showing to the public that the company 
would work well.* After a few years when they have been able 
to show for the company a good record, the proposition becomes 
attractive to the public who had previously shunned it and the 
shares are quickly disposed of. Here again the managing agents 
fulfil their functions as intermediaries between the company and 
the investors. Their shareholdings at the start are never volun- 
tary and at the earliest opportunity these are sold out. This 
aspect of their activity may very usefully be compared to similar 
functions performed by the industrial banks of Germany in the 
investment field. 

As regards the position in the cotton mills of Bombay 
the statement that the majority of the shares in their different 
mill companies are held by managing agents is also debatable. 
Ever since the cotton mill industry was caught in the depression 
following World War I, managing agents had been steadily 
unloading the shares on the stock exchange. Their holdings 
had in many instances been severely reduced. Mr. J. J. Kapadia 
made certain investigations into the lists of shareholders of a 
uumber of companies at the office of the Registrar of Joint-stock 
Companies, Bombay, and found that in the case of some mills the 
agents’ holdings were insignificant. In one instance 6,000 
shares were divided among 500 persons of which the managing 
agents held only 83. In another case out of 4,000 preference 
shares, 2,863 shares stood in the name of a Maharajah and out 
of 7.500 ordinary shares, the number of shareholders was 800, 
the managing agents holding only 341 shares.” Whatever might 
have been the position in the earlier years, the managing agents 
have not continued to be the principal ehareholders in the Bombay 
cotton mill industry. Their holdings were in many cases a small 
fraction of the total capital and frequently less than those of 
single individual holders. In the Bradbury Mills, for instance, 
the managing agents, Mesers. Currimbhoy Ebrahim & Sons, 
Ltd., held 624 shares including 40 in the name of Sir J. 
Currimbhoy out of a total of 4,000 ordinary and 6,000 preference 


1 Letter from Messrs. Martin & Co., Mth September, 1932. Memorandum of 
Notes by Mr. K. C. Mahindra, fndian Tarif Poard (Cotton Textile Industry), 1932. 
Vol. ITI, p 247. 

2 Oral Evidence of Bombay Shareholders’ Association, Indian Tarif Board (Cotton 
Textile Industry), 1992, Vol, V, p. 110. 
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shares or 6.2%. In the Kasturchand Mills the agents also held 
624 shares only out of a total of 9,600 shares or 6.5%. 

The question of the stake of managing agents in the concerns 
under their control has aroused a great deal of interest. A 
comparatively heavy stake in the enterprise by means of share- 
holdings has generally been considered highly desirable. The 
more substantial the interest of the managing agents in the share 
capital of the company, the more ensured the identity of interest 
between the agent and the company. It has often been 
suggested that they should have a statutory holding of at least 
95%, ; even as high a percentage as 60% has been advocated. 
The anxiety is always there to safeguard the interests of the 
shareholders. If the agents’ holdings are insignificant, say 10%, 
or even less, there might conceivably be a sort of divergence of 
interest between the agent and the company. His financial 
stake in the industry is nil and he will not be induced to 
manage it carefully and efficiently. The absence of practically 
any shareholdings by managing agents in Calcutta in the con- 
cerns under their management may from this point of view be 
a source of grave anxiety to the shareholders. There have 
actually been cases where efficiency of management has varied 
with the interests of managing agents in their respective con- 
cerns. A well-known firm of European managing agents con- 
trolling a large number of jute mills only a few years ago met 
with severe criticisms in the hands of shareholders who com- 
plained that the agents’ holdings in the companies under their 
management were only 13% of the total capital and this was 
responsible for the fact that the jute companies under these 
particular managing agents were not making any profits. 
While admitting the desirability of managing agents having 
a substantial stake in the enterprise, it must be pointed out 
that the shareholders’ interests will not be jeopardised if 
the agents regard their connection with the company not 
merely from the viewpoint of commercial interest but as a matter 
involving their reputation. Under such circumstances the ques- 
tion of the stake will naturally be shorn of much of the 
importance which is frequently attached to it. As the Tariff 
Board have rightly pointed out in their Report (1932), * Where 
ihe managing agent represents a high standard of ability and 
sense of responsibility, it may make little difference to the com- 
pany to what extent the managing agent is interested in the 
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share 


hare capital of the company. The better class of managing 
agent works partly for the remuneration fixed for him under his 


agreement but partly also out of regard for his reputation and 


out of a sense of pride in the tradition of management associated 
with his concern."* ' It should also be remembered that when 
the managing agents’ holdings are preponderant, the rest of the 
shareholders have very little effective voice in the management 
of the company whose control remains entirely with the manag- 


ing agents. Indeed where the management is not efficient, the 


holding of a considerable portion of the share capital by the 
managing agent may be fraught with disastrous consequences for 
the company. In some quarters there has even been a strong 
feeling to restrict the managing agent's holdings to a definite 
percentage of the shares of the company.’ 

From the foregoing study, it is clear that although the 
managing agents have in some cases participated in the share 
capital of industrial companies, any suggestion that they are 
singly the most important or largest shareholders will be, with 
a few exceptions, incorrect and misleading, at least in the 
present times.* Contrary to general belief, it appears that their 
contribution to fixed initial capital by way of subscription to 
shares has not been considerable. The managing agents have, 
however, contributed to fixed capital expenditure in another form. 
For the purpose of financing schemes of extension and re- 
organisation in the concerns under their management they have 
frequently furnished long-term loans or have taken up debentures 
in large amounts. The importance of this aspect of the manag- 
ing agents’ rôle as an industrial financier can hardly be over- 
pstimated in a country where until recently there was no organisa- 
tion which could furnish loans against the fixed assets of industry 
or where debentures were not as popular a method of investment 
as in the West. In the case of the Bombay cotton mills where 
figures for managing agents’ holding of debentures are available, 
it is found that Rs. 45.5 lakhs out of a total debenture issue of 


1 Report of the Indian Tarif Board regarding the grant of protection to the 
Industry, 1952, p- 86. . j 
MT saa’ canietative Assembly Debates, Vol. VI. No. & (th Spt., 1996), p. 733 
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Rs. 238 lakhs were, according to the Indian Central Banking 
Enquiry Committee (1931), taken up by them.’ In more recent 
years of unusual difficulty they spent not less than Rs. 75 lakhs 
there in the matter of new equipment.* 

During the development period or during a period of 
depression when banks would not advance money or the public 
would not take up debentures, they have rendered considerable 
financial assistance. There are some industries which require 
quite a number of years before they become profitable. For the 
first seven, eight or ten years no profits are earned and they 
require careful nursing during this development period. The 
tea industry is a case in point. Tea gardens become paying pro- 
positions in at least the sixth or seventh year. A considerable 
amount of expenditure has to be incurred without any return 
during this period of development. The industry is nursed by 
managing agents during all these barren years. Very few tea 
companies in India can, on the strength of their share capital 
alone, stop liquidation. Electricity supply companies are another 
type of industry which require at least in this country a pretty 
large number of years before they can show profits. The 
advances and guarantees of managing agents running frequently 
to several lakhs of rupees served to sustain the struggling concerns 
during this period. A firm of managing agents financing such 
companies at Bhagalpore, Muzaffarpore, Cuttack, Mirzapur and 
Mangalore advanced and guaranteed in this way 12 lakhs of 
rupees. They would have certainly gone into liquidation with- 
out the financial assistance of their managing agents." 

There are indeed numerous instances where the managing 
agents saved enterprises from ruin by timely loans and sub- 
scription to debentures. A company for the production of aero- 
plane spirit in Bengal, the pioneer company in this line in India, 
which was started in 1918 with a capital of Rs. 12 lakhs was 
saved from liquidation in 1923 by the financial assistance of 
managing agents to the extent of Rs. 17 lakhs and the company 
was able to pay a dividend of 8%.* The Paper Pulp Company 
started in 1919 showed a debit of nearly Rs. 16 lakhs for the first 


1 Indian Central Banking Enquiry Committee, Vol. I, Part I (Majority Report), 
p- 278. 


» Speech of Mr. (now Sir) H. Mody, Legislative Assembly Debates, March, 1935 
Vol. ITT, pp. 1756-57. 


s Legislative Assembly Debates (Sir N. N. Sircar's Speech), Vol. VI, No. 9, p- 807. 
4 Legislative Assembly Debates (Sir L. Hudson's Speech), Vol. VTI, No. 7. 
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nine years. The advances made by managing agents fluctuated 


between Rs. 15 to 25 lakhs. The Kumardhubi Engineering 


Works obtained from time to time loans from their managing 
agents amounting to Rs. 22} lakhs. Without this finance they 
could not carry on.’ 

During a general crisis or depression in a particular industry 
managing agents similarly lent their financial assistance and 
saved many industries from certain ruin. In the difficult years 
of 1920-21 when the banks would not advance money, the 
managing agents of seven Indian tea garden companies advanced 
Rs. 7 lakhs to help them through the slump. Five of them sub- 
sequently recovered to a dividend-paying stage.* In another 
instance, in the case of a company whose works were situated in 
Northern India, the managing agents made unsecured advances 
to the extent of Rs. 28 lakhs in 1923 and in the next year took 
up nearly Rs. 24} lakhs of a debenture issue of Rs. 25 lakhs when 
the debentures could not be sold owing to a lack of confidence in 
the company. The concern was in a very sound position subse- 
quently.” In many cases managing agents in their efforts to keep 
up struggling concerns during a series of disastrous years conti- 
nued making unsecured advances and increasing their financial 
risk and in the end nearly lost their all. The managing agents 
of Britannia Engineering Company lost in this way Rs. 5 lakhs, 
of Russa Engineering Company Rs. 7 lakhs, of Indian Tanneries 
Rs. 26} lakhs, of Satikdih Coal Company Rs. 2% lakhs and so on.* 
Had not the managing agents retrieved the companies by their 
steady and persistent nursing at considerable sacrifice through 
all the barren years of their existence, they would have been 
forced into liquidation, many a valuable industry would have 
been lost to the country and the shareholders would have lost their 
all. 

Another important form of financial assistance rendered by 
managing agents has been the provision of working funds for 
industry. In Bombay and Ahmedabad they attracted enormous 
deposits from the public for financing the current expenditure of 
cotton mills. During the great Depression of the thirties the 


deposits no doubt declined but in the years before the depression, 


1 Legislative Assembly Debates (Sir N. N. Bircar'e Speech), Vol. VI, No- Y. 
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the total amount was considerable. In March, 1924, total un- 
secured loans, mostly in the form of deposits, amounted in the 
case of Bombay mills to Rs. 11.9 crores. Even on the Ist of 
October, 1930, the deposits held by 64 mills in Bombay were 
Rs. 2.73 crores. Eleven per cent. of the total finance required 
was derived from this source alone. The total deposits in the 
Ahmedabad Mills were estimated to be more than Rs. 7 crores by 
the Indian Central Banking Enquiry Committee (1931).* 

It is the financial standing and reputation of the managing 
agents that served to draw such enormous funds into the mill 
industry. Not only did the managing agents attract deposits 
in this manner but they had also to furnish the working funds 
themselves. The amounts loaned by managing agents to the 
Bombay and Ahmedabad cotton mills totalled in October, 1930, 
Rs. 5.32 crores and 2.6 crores, respectively. These formed 21% 
and 24° of the total finance required by the mills while bank 
loans formed only 9% and 4%." This gives an idea of the 
preponderating nature of the financial assistance rendered by 
managing agents. Provisions were sometimes expressly inserted 
in the managing agency agreement itself that the agents would be 
under an obligation to furnish the working funds to the com- 
pany at an agreed rate of interest.” In Calcutta, where 
deposits are not in vogue as in Bombay and Ahmedabad, 
industrial finance was provided by managing agents to a great 
extent in the form of loans on current account. The balance- 
sheets of a large number of jute mills indicate the enormous 
amounts due to managing agents in this way. i 

Besides attracting deposits and assisting industry directly by 
furnishing their own funds, the managing agents rendered invalu- 
able financial assistance in an indirect manner as they arranged 
for and had to give their guarantee for all the bank loans, cash 
credits and overdrafts required by the industrial concerns under 
their management. The Imperial Bank of India and following 
it the other commercial banks as well were unwilling to lend 
current finance on the promissory note of the industrial company 
against the hypothecation of its liquid assets. They insisted on 


i Report of the — Central Banking Enquiry Committee, Vol, I, Part I, 
p. 278; also Vol. III, p- 
a Jbid., p. 278. 


s Cl. 29, Managing Agency Agreement, The Mohini Mills, Ltd. 
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an additional guarantee from the managing agents. This 
guarantee was sometimes not dispensed with even when a regular 
pledge was given and the banks were in physical possession of the 
goods. The practice of requiring two signatures has been an 
essential part of the banking structure of the country. Under 
the circumstances industry could not raise its working finance 
from the banks without the help of the managing agents. Bank 
loans did not indeed form a considerable portion of the total 
working finances of the Bombay cotton mill industry and they 
played a still less important part in the financing of the 
Ahmedabad mill industry. But whatever banking assistance 
was secured, it was done with the help of the managing agents’ 
guarantee. In Calcutta and elsewhere where the system of 
financing current expenditure by attracting deposits was not pre- 
valent, industry had to depend to a far greater extent on banking 
assistance. The managing agents here were almost indispens- 
able in securing for industry its current finance. There was, 
however, a slight difference with the practice in Bombay. In 
Caleutta the managing agents in many cases had not to give 
their personal guarantee as in Bombay, but they merely gave a 
guarantee that the overdrafts granted were always covered by 
stocks.’ It must be observed in this connection that even in the 
case of important industries with long-established records, banks 
in India would not dispense with the giving of guarantees by 
managing agents. Even in the well-known Tata group, the 
extent of annual guarantees by managing agents to banks was 
nearly Rs. 54 crores.” 

The managing agent not only furnished the necessary 
finances or arranged for them but by affixing his name to the 
prospectus of the company induced the investing public to come 
out with their purse for subscription to the capital of the concern. 
The affixing of his name to the prospectus meant to the investors 
the setting of the seal of his approval to the enterprise and they 
were attracted by thousands towards the company. The well- 
regulated firms of managing agents have created a tradition and 
built up a reputation in the business world. The public have 
unbounded faith in such managing agents and do not make the 
slightest hesitation to put their savings in their hands. There 


1 Report of the Indian Central Banking Enquiry Committee, Vol. I, Part. I, 
p. 276. 

2 Statement on the Memorandum for amendment of Indian Companies Act by 
Tata Industries, Ltd. 
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has been in recent years a tendency to minimise the importance 
of the rôle played by managing agents as an industrial financier. 
managing agent's power to attract capital has been doubted. 
But a glance at the pages of India’s industrial history will at 
once reveal what an enormous hold good managing agency 
houses have over the investing public—what an attractive field 
of investment the businesses under their management have 
always been considered. They have never lacked the support of 
the investors and they have never failed to raise whatever 
finance they require. To mention only one instance, which is 
typical of well-reputed firms of managing agents: the Iron and 
Steel Industry under the managing agency of the Tatas. In the 
beginning it was believed that the enormous amount of money 
required for constructing and equipping a modern steel factory 
would not be found in the country and recourse was made to 
the London money market. But the London negotiations broke 
down and it was decided to appeal to the Indian investing public 
for financial support of the gigantic scheme. 

The response was magnificent. The entire capital required 
for the construction works amounting to more than one and a 
half crore of rupees was subscribed at the end of three weeks only. 
An idea may be formed of what a tremendous rush there was for 
the shares from the graphic description given by Mr. Axel 
Sahlim, one of the consulting engineers of the Tatas, while 
lecturing before the Staffordshire Iron and Steel Institute in 
1912 — 

‘* From early morning till late at night, the Tata offices in 
Bombay were besieged by an eager crowd of investors. Old and 
young, rich and poor, men and women, they came offering their 
mites and at the end of three weeks, the entire capital required 
for construction equipments, £1,630,000, was secured, every 
penny being contributed by some 8,000 Indians.” * 

The above account bears eloquent testimony to the trust and 
confidence which a good house of managing agents creates in the 
minds of the public. No better proof could be given of the power 
of managing agents to attract Indian capital to the hitherto 
untrodden paths of industrial investment. 

The sugar industry is a more recent case in point. At a 
time when investors were holding aloof from capital investment 


i Quoted in Capital, Indian Industries, Trade and Transport Supplement, 
December, 1933, p. 46. 
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all over the world, the sugar companies floated in India had never 
lacked their financial support. Their issued capital had been 
fully subscribed and even oversubscribed almost immediately 
after their flotation. This was principally due not only to the 
grant of protection but also to the fact that most of them had 
been established under the managing agency of very able and 
well-known firms. The raising of capital from the investing 
public would never have been so easy a matter if the companies 
were not floated under the aegis of firms in whose ability and 
financial standing they had immeasurable confidence. 

We have made a special study of the lists of shareholders 
in the case of the jute mills under Calcutta firms of managing 
agents at the office of the Registrar of Joint-stock Companies, 
Bengal. One fact of startling importance that at once leaps to 
the eye is the steady increase of financial stake of Indians in the 
jute mill industry. In the earliest stages of the development 
of the industry, scarcely an Indian owned a share in any of the 
jute mills. Almost all the jute mill shares were held by 
Europeans and the names of one or two Indians only could some- 
times be found among the lists of shareholders. Thus in the first 
Summary of Capital and List of Shareholders which was made up 
to 31st January, 1896, of the Albion Jute Mills Co., Ltd., the 
name of a single Indian could be seen. He owned only 25 
ordinary and 25 preference shares out of a total of 6,000 ordinary 
and 5,000 preference shares of Rs. 100 each.* Even as late as 
the year 1909 we find the name of only one Indian as a share- 
holder in another jute mill, viz., the Auckland Jute Co., Ltd. 
He held 160 shares only out of a total of 20,000 shares of the 
value of Rs. 100 each.? During the inter-war period a remark- 
able change was taking place in the domicile of proprietary 
interests. Indianisation of jute mill stock had been proceeding 
rapidly and on the eve of the outbreak of World War IT 
more than 60% of the shares were held by Indians all over the 
country. The dispersion of proprietary interests which can be 
observed in the case of the jute mills is generally true of other 
businesses as well. This tendency of the notoriously shy Indian 
capital readily seeking investment in the jute mill and other 


1 Summary of Capital and List of Shareholders made up to Sist January, 1696— 
The Albion Jute Mills, Ltd. 

3 Summary of Capital and List of Shareholders made np to 29th June, 1909— 
The Auckland Jute Co., Ltd, 
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whole should be immediately closed down.’ A reference to the 
proceedings of the Tariff Board of 1927, conducting the cotton 
textile industry enquiry, will show several instances where this 
practice of mixing up the funds of different concerns resulted in 
heavy losses and in the ultimate ruin of the better concerns in 
an attempt to save the weaker ones. The employment of the 
funds of the New Spinning Mill for financing the Haripur and 
the Ahmedabad Vepar Uttejak under the same management, the 
advances in the cases of the Saraspur, Edward and Srinagar 
Mills under the same agents and those in the case of the Whittle 
Mills (Broach), Asarva and Swadeshi Mills (Ahmedabad), Surat 
Industrial Mills, Viramgram Spinning and Manufacturing Com- 
pany, Viramgram Alfred Mills Co., and Kulol Kapadia Mills, all 
under one agency—and the consequent heavy losses and liquida- 
tions are matters of record.” The practice is not so rare as was 
supposed by the Tariff Board of 1927 and during the years of 
depression it had tended to grow considerably.” 

The practice is not entirely unknown in Calcutta. There 
are some managing agents who strictly adhere to the principle 
of refraining from lending the funds of one company to others 
under their control and management. In the Martins, for 
instance, there is no such practice. But we have come across 
some cases of Calcutta managing agents who have taken to the 
practice of inter-investing. The most notable instances in this 
connection are those of the India Jute Co., Ltd., and the Megna 
Mills Co., Ltd., and of the Gourepore Jute Co., Ltd., and the 
Nuddea Jute Mills, Ltd., all in the group which consists of 
Mackinnon Mackenzie & Co., Barry & Co., and Meneill & Co. 
The Summary of Capital and List of Shareholders of the Megna 
Mills on 31st December, 1921, shows that out of all 61,208 shares 
issued 50,000 were held by the India Jute Co., Ltd.“ The 
Megna was promoted in 1920 by the managing agents of the 
India Jute and the funds of the latter were invested in its share 
capital. Not only did the India Jute invest in the shares of 
the Megna but it had also been lending to it enormous funds 
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ever since its establishment. On 380th September, 1922, the 
borrowings of the Megna from the India Jute stood at 
Rs. 65,52,000. At one time they touched the enormous figure 
of more than one crore of rupees." The shares of the Megna 
considerably depreciated in value, they were being quoted 
a few years ago at Rs. 22-8 per share while the nominal value 
was Rs. 40. It gives an idea of the enormous loss sustained by 
the promoting company which held, still in 1935, 40,540 
ordinary shares in the Megna representing more than 50% of 
its share capital.’ 

The Directors’ Report of the Gourepore Company, Ltd., a 
jute concern under Barry & Co., for the half-year ending 31st 
March, 1920, discloses a proposal for the payment of a bonus 
on ordinary capital at the rate of 400% per annum by fully paid 
shares in the Nuddea Mills, Ltd., under the same managing 
agency. Rs. 24 lakhs were thus invested in the Nuddea shares." 
The balance-sheets of the Gourepore show further investments 
in the 7% mortgage debenture loan of the Nuddea Mills. The 
Gourepore Jute is also found to have invested in the Gourepore 
Electric Supply Company, Ltd., under the same managing 
agency. In 1935 it held in the Electric Company 33,500 
ordinary shares of Rs. 100 each.* 

Another instance is furnished by the Alliance Jute Mills, 
Co., Ltd., which utilised 15 lakhs of rupees out of the undivided 
profits standing to the credit of its reserve fund in purchasing 
150,000 shares of Rs. 10 each in the capital of the Waverley 
Jute Mills Co., Ltd., under the same managing agents, Begg 
Dunlop & Co." 

Cases of inter-investment of funds in other industries are 
also to be found. There is, however, a difference with the 
Bombay practice for in most of these cases the managing agents 
were authorised by Special Resolutions of shareholders in general 
meetings to make these investments. The acquisition of shares 
in sister companies under the managing agency by Special 
Resolutions of shareholders in general meetings is not entirely 


1 See Balance-sheetsa of the India Jute Co., Ltd., and Megna Mills, Lid., from 
, 1922, to September, 1935. 
3 Jute Mille Review corrected up to 30ih Sept., 1935, Ed. by H. P. Khandelwal. 
3 Proceedings of the Ordinary Half-Yearly General Meeting o! Shareholders held 
on Sth June, 1920. 
å Balance-sheet of the Gourepore Co., Ltd., dated Slat March, 1935. 
s Return of Allotment on 28th October, 1916, of the Waverley Jute Milla, Ltd. 
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unknown in Bombay and Ahmedabad and, as far as it goes, is 
to be preferred to direct action on the part of the managing 
agents without the knowledge and previous consent of the 
shareholders. By a resolution of the company in general 
meeting, the Osman Shahi Mills under the agency of Messrs. 
Currimbhoy Ibrahim & Sons, purchased Rs. 12 lakhs worth of 
shares of the Azamjahi Mills under the same agency and the 
Raipur Manufacturing Company took shares of the value of 
Rs. 25 lakhs in the Arvind Mills in the managing agency of which 
its agents were interested. Any way, this is an unsound method 
of financing and is liable to be abused. To check this abuse, 
the Indian Companies Amendment Act of 1936 included provi- 
sions which aimed at a restriction of the practice.’ 


Other defects of the Managing Agency System of Finance : 


The number of companies under the control of a managing 
agency firm is sometimes so large that the strain on its financial 
resources becomes very great. It becomes impossible on its part 
to meet adequately the demands of the several concerns under its 
management. How heavy the financial strain may be is amply 
illustrated by the acquisition by the Currimbhoys of the agencies 
of the Mathradas group of Mills in 1923." The difficulties are 
further accentuated by the entire absence of any practice among 
managing agency firms to work in joint co-operation or in 
syndicates when financing industry on a large scale. Invest- 
ment bankers all over the world have adopted this practice not 
only to solve the problem of financing which may be too big for 
any one of them singly but also to spread out the risks among 
the participants. These are not to be achieved under the Indian 
system of financing by managing agents. 

Although the most important function of managing agents 
is to render financial assistance to industrial concerns under their 
management, managing agency agreements seldom make it 
obligatory for them to provide this assistance adequately. 
Elaborate provisions are found in the Articles of Association and 
the agreements themselves which stipulate that the managing 
agents will be entitled to charge and be paid by the companies 
interest, even with monthly rests, not only for all advances made 


s Indien Companies Act. Case for Amendment, Représentation of tbe Bombay 
Shareholders’ Association to Government of India, p. 5. 





MANAGING AGENTS IN THE ROLE OF INDUSTRIAL FINANCIER 167 


by them but also for those made by the third parties, the 
repayment of which may have to be guaranteed by them." But 
there is no reference to any obligation on their part to provide 
the requisite finance, or to any penalty in case they fail to do so, 
when required, on reasonable terms. The managing agency 
agreement of the Mohini Mills, Ltd., contains a clause to this 
effect. It is provided that the managing agents should remain 
obliged to advance up to Rs. 60,000 for carrying on the work of 
the mill if necessary at 7% interest, for which they will have 
the first charge on the movable and immovable property of the 
mill. If they fail to supply the money, they may be dismissed 
by the Directors and may even be required to compensate the 
mill company if it has suffered in any way owing to their 
inability to furnish the money.’ This forms an exception and 
is not to be met with in the general run of agreements. 

The absence of such provisions makes it easy for the 
managing agents to escape from and shirk the responsibilities of 
financing when the concern falls into bad times. In times of 
prosperity the funds may be advanced willingly and readily 
enough. But when a crisis envelops the industry or the parti- 
cular concern is badly hit, the managing agents are either 
unable or unwilling to furnish the considerable amounts of 
money required. There are no doubt many cases where the 
agents have not failed to rise to the height of the occasion and 
have made magnificent sacrifices for their concerns. They have 
been known to put their private fortunes at the back of an 
industry and even to mortgage the ornaments of their women- 
folk to save it in a crisis. But there are many cases where the 
concerns have come to grief owing to the inability or unwilling- 
ness of managing agents to render necessary assistance. The 
real point is that the absence of any provision in the contract 
rendering it obligatory on the agents’ part to provide adequate 
finance and the consequent immunity they enjoy on default has 
made the arrangement entirely one-sided and highly detrimental 
to the interests of the companies. The agents enjoy all the rights 
and emoluments pertaining to their office but are not under any 
contractual obligation to perform the main duty of their office— 


t Art. 110, Articles of Association, 8th December, 1930. The Gourepore Electric 


Supply, Ltd 
2 Ci. 22 of the Managing Agency Agreement, The Mohini Mills, Ltd. 
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the provision of finance. It is unfortunate that the Indian Com- 
panies Amendment Act of 1936 which aimed at a reform of the 
managing agency system contained no provision to this effect. 

Trading and speculation by managing agents is another 
great defect. There are several instances, specially on the 
Bombay side, where the agents sustained considerable losses in 
share and cotton speculation. The consequent deterioration in 
the financial position of managing agents had undesirable reper- 
cussions on the mills themselves. Although the mills themselves 
were intrinsically sound, banks withdrew their cash credits 
because the agents had become weak. 

Some of the methods adopted by the managing agents in 
financing industry have been highly questionable. In a number 
of cases managing agents have turned their loans into debentures 
with the results that the concerns have passed into their hands 
and the shareholders have lost all their capital invested in them. 
Several instances may be quoted from Bombay. They are not 
unknown in Calcutta and during the boom following World War 
I many such cases were heard. In the case of a well-known coal 
company the managing agents converted their loans into deben- 
tures and ultimately took possession. 

As company financier, the managing agency system 
rendered valuable services to Indian industries in the past. 
Finance is the life-blood of industrial growth and that finance 
was made available for Indian industry through the system. 
Whenever the industries were in need of finance, whether for 
extensions and replacements of machinery or for current 
expenditure or even for initial block, it was the managing 
agents who had to furnish it themselves or make arrange- 
ments for it. The services rendered by managing agents 
in this connection may be compared to those rendered by 
ihe German banks to national industries.“ In India where 
banking was developed on the lines of British com- 
mercial banking, which does not specially provide for industrial 
finance, industrial development would never have gone even as 
far as its present stage, if the managing agency system had not 
come into being. This system fostered Indian industries 


t See Dr. Nemenyi’s Evidence. Indian Central Ranking Enquiry Committers. 
Vol. TT, p. 908. 
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in a way very similar to the industrial activities of the continental 
banks." 

But it must be admitted that there has been considerable 
degeneration of the managing agents in the present times. The 
good and well-established agency firms, whether Indian or Euro- 
pean, have rendered invaluable services to Indian industry and 
its development and may still be of great advantage. But the 
modern managing agents, with a few exceptions, do not possess 
any of the characteristics of the old established houses. They 
do not possess the most important characteristic of managing 
agents that of the ability to provide finance for the concerns 
under their control, Their limited resources and credit are 
much too inadequate for the purpose. The finance required for 
modern companies is so enormous that it is becoming increas- 
ingly difficult even for the older houses to assist the companies 
under their management. The burden has been in many 
instances too heavy to bear. The difficulties have been con- 
siderably aggravated by the fact that managing agents, unlike 
investment bankers elsewhere, have refrained from working in 
syndicates. This, it may be recalled, constitutes one of the 
gravest defects of the managing agency system of finance. The 
holdings of managing agents in the companies under their contro! 
have considerably diminished and in many instances are insigni- 
ficant. A divergence of interest has naturally been created 
between the agents and their concerns. The absence of any 
obligation in the contract to supply finance on the part of the 
managing agents has rendered such a system of financing 
extremely unsteady and unreliable. The close sense of personal 
identity between the managing agent and his company which 
dominated the older houses and still actuates some of the well- 
established firms might have reduced the importance of this 
shortcoming. But it is fast disappearing and was noticed by the 
Indian Tariff Board as far back as 1932. 

Another quality which made the managing agency system 
so successful in the past was the efficiency of the agents based on 
iheir experience and technical knowledge. The new-fangled 
managing agents have no knowledge of manufacture,—engineer- 
ing, technical or scientific. They have no expert knowledge of 
purchase nor of sales. Purchase agents are appointed at the cos: 


t Dr. Nemenyi’s letter, dated 2ist August, 1902, to the Indian Tarif Boart 
(Cotton Textile Industry), 1992, Vol. TIT, p. 217, 
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of the company and sales are entrusted to ignorant wholesale 
agents who again are paid by the company. The various irregu- 
larities committed in filing balance-sheets, lists of shareholders, 
extraordinary resolutions with the Registrars of Joint-Stock 
Companies are an illuminating commentary on their knowledge 
of commercial law and training in secretarial work. 

Under the circumstances there is much force in the conten- 
tion that the financing of Indian enterprises should be made less 
dependent on the managing agency system than before. One of 
the main causes of the perpetuation of the managing agency 
system has been shown to be the policy of the old Imperial Bank 
not to lend current finance to industry against the hypothecation 
of liquid assets only but to demand an additional guarantee from 
managing agents on the ground that hypothecation was no 
security under the Act of 1920. With the passing of the 
Imperial Bank Amendment Act of 1934, the Bank has been 
authorised to lend directly against the hypothecation of goods, 
subject to the direction of the Central Board. Now that hypo- 
thecation is no mere additional collateral security as under the 
old Act, the additional guarantee of managing agents can be 
dispensed with by the Imperial Bank and following it by other 
banks as well. One of the main grounds, therefore, on which 
the existence of the managing agency system has been justified 
and has been sought to be perpetuated seems to have lost much 
of its force to-day. 


NOTE 


The abuses and malpractices which had disfigured the working of the 
system in the inter-war period were considerably aggravated during and 
after World War IT. This was mainly because of the circumstances in 
which business was corried in wartime ond of the general deterioration of 
business morality that inevitably follows a great war. It was believed in 
many quarters that if the provisions of Indian Company Law were 
tightened up and the various loopholes under existing law through which - 
unscrupulous managing agents could abuse their position could be sealed 
up, the system could perhaps still serve as a powerful instrument for 
tapping the springs of private enterprise and play a significant rôle in the 
development of industries in India. The Industrial Finance Corporation 
of India, which could have fulfilled one important function of managing 
agents, viz., the supply of long-term finance for development, reorganisa- 
tion and modernisation, has limited resources and debarred from subscrib- 
ing to the equity capital of industrial companies, has been pursuing n 
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very conservative policy in relation to industrial financing. The Company 
Law Committee constituted under a Government of India Resolution, 
dated the 28th October, 1050, considered that it would still be an advant- 
age to continue to rely on the system. In order that the opportunities 
for the current abuses and malpractices might be reduced to a minimum 
the Committee recommended several changes in the existing Indian 
Company Law. ‘These changes related to the (1) appointment of manag- 
ing agents, (2) the conditions of service of managing agents, (3) the 
remuneration of managing agents and (4) the activities of managing agents 
in regard to borrowings, loans, contracts, sales and purchases, etc., made 
on behalf of the managed company. In the light of these recommendations 
a new Company Law Bill was introduced into Parliament and passed in 
1955. It came into effect from April 1, 1956. Under the provisions of 
this new Company Law not only severe restrictions have been imposed on 
the activities of the managing agents but the continuance of the whole 
aystem has been made dependent on ** good behaviour *’. 





CHAPTER VII 


THe STATE IN TAE RÔLE OF THE INDUSTRIAL FINANCIER 
IN INDIA IN THE [NTER-WAR PERIOD 


A study of industrial finance in India will not be complete 
without a reference to the part played by the State in the provision 
of financial assistance for the industries of the country. In the 
beginning of British rule in India, the industrial policy of the 
Government was buttressed by the English economic philosophy 
of laissez-faire, and it kept itself aloof from the indigenous 
industries. The Government at home subscribed to the same 
laissez-faire policy and used its influence to see that it was also 
adhered to in the case of India. As late as 1908 when an 
Industrial Conference was held at Ootacamund and a special 
officer was appointed by the Madras Government under the 
Director of Industries to control pioneer enterprises, Lord 
Morley promptly discountenanced these attempts of the Govern- 
ment. He believed that State efort should be strictly limited 
to industrial instruction and shouid avoid all semblance of a 
commercial venture. Lord Crew who followed him as Secretary 
of State entertained the same belief as regards the futility of 
State trading on commercial lines but he had no objection to the 
purchase and maintenance of experimental plant by the Govern- 
ment. He was prepared to sanction the establishment of a 
Department of Industries. But even after Lord Crew's 
despatch the Government of India could not decide how far they 
would be justified in sanctioning proposals for financial and other 
forms of State-aid to industries. 

In the meantime the First World War broke out and the 
exigencies of the circumstances brought about a new orientation 
as to the ideas regarding the relations of Government and indus- 
irv. Under the enormous stress of the war, the old doctrine of 
laissez-faire broke down. The theory that interference by the 
State in the economic life of the country was injurious to its 
well-being came to be discarded. Even Great Britain which 


1 Despatch Number 50, Revenne, dated the 24h July, 1910. 
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was so long the citadel of laissez-faire policy adopted an acting 
policy of encouraging home industries in various ways. In 
India, the Industrial Commission was appointed in 1916 and 
emphasised in its report the supreme importance of State-aid to 
indigenous industries. Besides suggesting various indirect 
forms in which the State could assist and encourage the Indian 
industries, the Commission recommended that the State should 
play a definite part in the financing of the small and cottage 
industries principally and also of the large-scale industries. As 
regards the latter, financial assistance rendered by the State, 
they recommended, should take the form of guarantees of divi- 
dends, of loans of money, of undertakings to purchase output or 
of subscription to share capital in certain cases where sufficient 
private capital was not forthcoming.’ Circumstances in which 
such assistance might be given by the State should be cases 
where the starting of a new industry or improvement of an 
existing one was required to supply an existing deficiency in the 
interests of national safety, or where a new industry would have 
an important bearing on the economic development of the 
country or where the extension of an old industry to a new 
locality would benefit local consumers or producers.” Assistance 
to small or cottage industries should take the form of direct 
loans or of furnishing plant on the hire-purchase system." 
Before the publication of the report of the Industrial Com- 
mission, the interest which Provincial Governments had taken 
in the industrial development of the country was exceedingly 
meagre. <A brief account may be given here of the efforts made 
in this direction by the Madras and United Provinces Govern- 
ments. As early as 1898 the Department of Industries, Madras, 
attempted to pioneer the aluminium industry in India. In that 
year the Government sanctioned experiments at the School of 
Arts in working up sheet and ingot metal procured from the 
British Aluminium Co. In the course of six years a fairly large 
business in aluminium hollow-ware was developed and at the 
end of 1903 the Government thought that the time had arrived 
when private enterprise could be left to carry on the business un- 
aided. The government plant and stock were sold to the Indian 
Aluminium Co., for a lump sum which left the Government 


1 Report of the Indian Industrial Commission (1910-1918), p. 184. 


2 Jbid., p. 183. 
a Jhid., p- 185. 





© 
174 INDUSTRIAL FINANCE IN INDIA 

with a clear profit of Rs. 30,000 on their experiment. The suc- 
cess of their first attempt at pioneering led the Madras Govern- 
ment to conduct experiments in developing chrome tanning 
and improved methods of weaving. As regards the chrome 
process of manufacturing leather, the efforts were highly success- 
ful. The chrome leather industry is now firmly established in 
India and the pioneering efforts of the Madras Government were 
undoubtedly responsible for it at least to some extent. The 
capital expenditure of the Government in this connection was 
Rs. 69,596 distributed among land, buildings, machinery and 
improvements. In 1910 the Government withdrew from the 
venture and sold the plant to the Rewah State for a sum of 
Rs. 50,000. The Department of Industries also made attempts 
to manufacture pencils and glass but here they were not so suc- 
cessful. In 1914 arrangements were made by the Government 
to utilise the machineries of the two defunct pencil factories at 
Anakapalle and Bimlipatam. In the same year the Government 
also obtained the factory and plant of a glass manufacturing 
company which had been started in 1909 with a capital of 
Rs. 2,00,000 but had subsequntly gone into liquidation. 

The Government of the United Provinces also took some 
interest in the industrial development of the province. A 
Conference was held at Nainital in 1907 by Sir John Hewett, the 
Lieutenant-Governor of the United Provinces. Following the 
recommendations of the Conference, the Government extended 
financial assistance by loans and grants to several concerns, 
especially to sugar factories. The Government, for instance, in 
their letter No. 4 5C, dated 25th March, 1912, requested the 
Government of India for permission to sanction a grant of 
Rs. 30,000 to a sugar factory in Pillibhit owned by Raja Rai 
Lalta Prasad Bahadur. It was the first central factory in the 
province instituted and managed by the Indian enterprise. 
Although there bad been some losses, the enterprise proved to 
be highly instructive. From the point of view of sugar culti- 
vation and also as an object lesson to other sugar manufacturers, 
it was desirable to assist the concern. The proposed grant was 
sanctioned by the Government of India in April, 1912." The 
grant was made on the condition that the firm would spend a 


1 Evidence of the Hon’bic Mr. A. W. Pim, 1.C.8., Financial Secretary to the 
Government of the United Provinces, Indian Industrial Commission. Minutes of 
Evidence, Vol. I, pp. 177-79. 
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larger sum in introducing the requisite machinery into their 
factory and would be reconstructed under the supervision of the 
sugar engineer. There was no condition of repayment—it was 
an out and out grant. In their letter No. 1661, dated the 23rd 
August: 1912, the United Provinces Government again approach- 
ed the Government of India with a request for sanctioning the 
grant of a loan of Rs. 7 lakhs to another central sugar factory, 
viz., the Babhnauli concern situated in the Gorakhpur District. 
The proprietors, Messrs. J. Macdonald, G. R. Macdonald and 
Farquhar Mackinnon had applied to the Government at first for 
a loan of Rs. 5 lakhs on the security of the estate. Subsequently 
however, they increased it to a loan of Rs. 7 lakhs. The applica- 
tion appeared to the U. P. Government to be deserving support 
inasmuch as the growth of such central factories was required to 
secure the flow of capital into similar enterprises. The loan was 
sanctioned by the Government of India and paid out of the 
provincial loan account. It bore an interest of 5% and was 
repayable by equal yearly instalments spread over 20 years, 
beginning two years after the grant of the loan." The concern 
had to pay Rs. 20,000 a year plus interest to the Government. 
It was a marked success and the Government were paid back their 
money.” A third loan of Rs. 5 lakhs was advanced to the 
Tamkahi Sugar Factory which had a capital of 10 lakhs on the 
security of landed property with no government control during 
the period of the loan.’ 

In pursuance of the resolutions of the Industrial Conference 
held at Nainital in August, 1907: referred to above, the Govern- 
ment of the United Provinces decided to carry on an experiment 
in the cotton seed oil industry at Cawnpore. It was arranged 
with Messrs. Begg Sutherland & Co. of Cawnpore, that the 
Government would meet the cost of the building and the plant 
laid down in the factory and would pay Rs. 500 to the company 
for supervision and control during the experimental working. 
The company was to find the funds for the purchase of the raw 
materials and general working expenses. It was also arranged 
that the Bank of Bengal would find the working capital and that 


1 Evidenco of the Hon'ble Mr. A. W. Pim, 1.C.8,, Indien Industrial Commission. 
Evidences, Vol. I, p. 179. 

2 Evidence of Mr. W. Maxwell—Kamrop Government Farm. Jbid., Minutes of 
Evidence (Confidential), Vol, VI, p. 90. 

2 Evidence of the Hon'ble Mr. H. R. C. Hailey, Director of Land Records and 
Agriculture, U.P., Ibid., Vol. VI, p. 91. 
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the Government would make good every six months whatever 
overdraft there might be on the account. ‘The factory, however, 
had to be closed down in February, 1911, in view of the orders 
of the Secretary of State in his Despatch No. 50, dated the 29th 
July, 1910: prohibiting State intereference in the way of pioneer- 
ing new industries. The total Government expenditure on the 
experiment amounted to Rs. 1,74,611 and the total loss to the 
Government was Rs. 38,219. The Government pioneer venture 
was bought by Messrs. Hope Bros. of Cawnpore. The State 
experiment in their hands was rapidly transformed into a sound 
business concern. In 1914, the Government of India was 
approached by the Provincial Government for obtaining sanction 
to the grant of a loan of Rs. 37,500 to the firm for additional 
capital required by it out of the advance and loan account. The 
interest would be 5% and the security would be a separate first 
mortgage on the machinery to be purchased with the loan and 
two approved names plus a further mortgage, on the existing 
buildings, machinery and plant: which were valued at Rs. 88,888 
in the firm's balance-sheet. The loan was sanctioned by the 
Imperial Government on condition that it would be fully repaid 
with principal and interest within 10 years from date. The 
mere promise of Government support in this case had the 
remarkable effect of attracting private capital to this enterprise 
and a group of capitalists undertook to provide further finance up 
to 6 lakhs of rupees if necessary. The concern was the Premier 
Oil Mills Company, Ltd.’ 

In December, 1915, the Government of the United Provinces 
obtained sanction from the Government of India for a loan of 
Rs. 2,000 to the Ferozabad Bangle Makers’ Society provided 
Rs. 3,000 was raised from a District or Central Co-operative 
Bank. The Local Government also approached the Central 
Government for permission to grant a loan of Rs. 20,000 on 
easy terms to Mr. Ishwar Das Varshnei to assist him in estab- 
lishing a glass working factory at Bijhoi in the Moradabad 
District.” 

Applications were made from time to time by several 
industries to the Director of Industries for financial assistance. 
One Mr. Rustomjee of Cawnpore applied for a grant or subsidy 


i Ewidence of Mr. A. W. Pim, LO.S., Indian Industrial Commission, Vol. I. 
pe. 172-73. _ 
2 Ibid.. Vol. I. p. 181. 
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of Rs. 5,000 to start a factory for making paints and varnishes. 
The application was subsequently withdrawn. An application 
for a loan of Rs. 7,500 was made by the Director of Gorakhpur 
Training Factory, Ltd., which was devoting special attention to 
the production of ** patent ™ leather. At their meeting of 14th 
September, 1915, the Board of Industries recommended to the 
Government that a loan of Rs. 5,000 might be granted to the 
company inasmuch as they were undertaking pioneer work. 
The perfume manufacturers of Kanauj, desirous of forming a 
limited liability company, applied to the Government for a 
guarantee of the interest on capital for the first five years. A 
sum of Rs. 5,000 was actually reserved in 1915 for assistance to 
minor industries such as pencil-making, button-manufacturing, 
etc., and the Director of Industries was asked to work out 
suitable schemes for the allotment of the money. 


The Madras State-Aid to Industries Act, 1922 - 


The Madras Government was the first provincial govern- 
ment to act up to the recommendations of the Indian Industrial 
Commission for rendering State assistance to the indigenous 
industries of the province. Within a few years of the publication 
of the report, the government of Madras brought forward in the 
Legielative Council a Bill to give State assistance to the indus- 
tries of the Presidency according to the recommendations laid 
down there. The Bill followed to some extent the lines of 
certain rules of the Mysore State ‘‘ for the grant of loans to 
facilitate agricultural and industrial operations and for the 
purchase and erection of machinery.”** The Industrial Com- 
mission had studied the Mysore Legislation and must have had 
it in their mind when they recommended financial assistance to 
industries by the State. These rules authorised the Mysore 
State to grant loans of money (1) for the purchase and erection 
of machinery for agricultural and industrial undertakings, (2) 
for the construction of wells or tanks, of mills, warehouses and 
other structure necessary for agricultural and industrial opera- 
tions, and (3) for the provision of raw material, working capital 
or other appliances required for the carrving on of industrial 
operations. Loans not exceeding Rs. 1,000 might be granted 


t Mysore Government Order No. G. 207-185 G. M. 66-12-0980. dated Jnd 
September. 1914. 
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by the Director of Industries and Commerce, Loans granted 
for (1) and (3) should ordinarily be subject to a limit of 
Rs. 10,000 and Rs. 5,000 respectively, the rate of interest being 
64% per annum. The time allowed for repayment of the loans 
should not exceed 5 years when they were for industrial purposes 
and 7 years when for agricultural purposes. All loans should be 
recoverable as arrears of land revenue and no loan should be 
granted unless the value of the security was at least equal to the 
amount of the loan. The nature of the security should be sale- 





able interest in lands or other immovable property held by the 


borrower plus the mortgage of the whole plant, machinery and 
buildings on the purchase and erection of which the loan was 
expended. Instead of offering security of immovable property 
for a loan to purchase machinery, the applicant might obtain 
the requisite machinery from the Director of Industries on the 
hire-purchase system, provided one-fourth of the value of the 
machinery was deposited. <A special officer of the Department 
of Industries should make a local enquiry and report to the 
Director before any loan could be granted. In some important 
respects, the Madras Bill was also closely analogous to the legis- 
lation enacted in post-war years in several Empire countries to 
provide for State-aid to industry and indeed might have been 
modelled on the same lines. 

The Bill, entitled the Madras State-Aid to Industries Bill, 
was introduced on the 14th November, 1922, by the Hon'ble 
Minister Rai Bahadur K. V. Nayadu. The Bill was intended 
to assist the establishment and development of industries that 
“had an important bearing on the economic development of 
the province.”** It was passed into law with some amendments 
by the Council on the 20th December, 1922, and came into 
operation from 22nd December. 1923. The Act provided that 
the industries which would receive aid under it were” :— 


(a) new or nascent industries ; 


(b) industries to be newly introduced into areas where 
such industries were undeveloped ; 


(© cottage industries. 


s Madras Legislative Council Proceedings, Third Session, 1022, Vol 9, p. GIS. 
3 Clause 5. Bee. (1) of the Act, 
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The Local Government under its provisions had the power 
to give aid to an industrial business or enterprise in one Or more 
of the following ways' :— 

(a) by granting a loan ; 

(b by guaranteeing a cash credit, overdraft or fixed 
advance with a bank ; * 

(c) by paying a subsidy for the conduct of research or for 
the purchase of machinery ; 

(d) by subscribing for shares or debentures ; 

(e) by guaranteeing a minimum return on part of the 
capital of a joint-stock company ; 

(f) by making a grant on favourable terms of land, taw 
materials, fire-wood or water, the property of the Local Govern- 
ment. 


It is noticeable that the Madras Act had no provision for 
making plant available for cottage industries on the hire-purchase 
system, which was provided for by the Mysore State Rules,’ and 
was also one of the most important recommendations of the 
Industrial Commission. It is evident that the hire-purchase 
system is much preferable to the loan system in the case of 
individuals who may not be able to give sufficient security or 
guarantee to Government which is required for the granting of 
the loans. The plant under the hire-purchase remains the 
property of the Government and no fresh security is therefore 
necessary. It is distressing to find that the Government could 
not accept an amendment made by Rai Bahadur C. V. 5S, N. 
Raja inserting a provision to that effect." State-aid in any of 
the above forms might be given to a joint-stock company pro- 
vided it was registered in India with a rupee capital, a minimum 
vumber or proportion of the members of the Board of Directors 
were Indians and it made arrangements for the training of 
apprentices as prescribed by the Government." As regards the 
amount of the loan, it was originally enacted that it should not 
exceed 50% of the net value or assets of the industrial business 
or enterprise after deducting existing encumbrances." Every 
loan granted under this Act was to be secured by a mortgage or 


Clause 6. 

Rule 12. 

Madras Legislative Coun! Proceedings, Vol. T0. p 
Clause §, Section (2). 

Clause 9. 
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* 
floating charge upon the whole of the assets ol the business or 
enterprise. Where the amount of the loan granted was Rs. 2 
lakhs or over, the Local Government were to ensure such 
control as would be sufficient to safeguard their interests by 
appointment of Government directors or otherwise.” The dura- 
tion of the4toan which was repayable by instalments should not 
exceed a period of 20 years unless the Local Government extended 
_ the same.” Where a loan had been applied for or where it was 
granted, the applicant or the grantee, as the case might be, should 
e bound (a) to comply with any general or special order of the 
ocal Government relative to the inspection of the premises, 
uildings, or plant or stock in hand of the industrial business or 
enterprise, (b) to permit the inspection of all accounts relative 
to it, (c) to furnish full returns of all products manufactured, or 
sold both as regards description and quantity, (d) to maintain 
such special accounts or to furnish such statements as the Local 
Government might from time to time require, and (e) to submit 
the accounts to such audit as the Local Government might 
prescribe.* 

The other forms of State-aid under the provisions of the 
Act, viz., guarantee of cash credits, overdrafts or fixed advances 
with a bank were to be given in the same manner as the grant 
of a loan. As for Government subscription of shares and 
dcbentures or guarantee of a minimum return of an industrial 
business, it was enacted that for all shares subscribed by the 
Government, there must be taken up and fully paid for not less 
than an equal number of shares and that for all capital on which 
a return was guaranteed, there should be paid up not less than 
an equal amount of capital which carried no guarantee.” 

In the case of an application for a loan exceeding Rs. 50,000, 
or any other case when considered necessary, a notice should be 
published in the prescribed manner, calling upon any person 
who objected to the grant of the aid applied for to state his 
objections so that such objections might be heard and necessary 
enquiries be made.* Applications for State assistance were to 
be placed before a Board of Industries on whose recommendation 
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the Local Government would sanction the loans. The Board 
was to consist of not less than 10 and not more than 12 members 
of whom not more than 3 should be Government officials. The 
Madras Chamber of Commerce, the South India Chamber of 
Commerce, the Madras Trade Association were empowered © to 
elect one member each and the Madras Legislative Council two 
members to the Board. The Director of Industries and the 
Secretary to the Government of Madras, Finance Department, 
were to be ex-officio members of the Board. The functions of 
the Board were to be purely advisory, though their advice would — 
necessarily carry great weight. The industrial business which 
received State-aid should not pay any dividend or distribute „ot 
take any profits in excess of such a percentage rate on the amount 
of its capital as might be fixed by the Government from time to 
time. The balance of the profits after setting aside proper 
amounts for depreciation and for the payment of interest on de- 
bentures should be carried to a reserve fund to be utilised in the 
manner Government might approve. This section was drawn 
up keeping in view the provisions of the rules passed at that time 
by the Board of Trade in England in order to guide the grants 
made by the Government to the British Dyes, Ltd.’ 

As regards the recovery of the money due to the Government 
under this Act, it was laid down that all arrears of moneys 
including any interest and costs might be recovered from the 
person aided and his surety as if they were arrears of land 
revenue.” The interest charged on the loans granted under the 
Act must be at least one-half per cent. more than the rate at 
which the Madras Government last borrowed for the provincial 
loan account. It has actually varied between 649 and 74%. 
The securities on which loans are advanced are carefully tested 
and the full value of the loans advanced is intended to be 
secured. The valuation is conducted by the Industries Depart- 
ment which is sometimes assisted by the Revenue Department.’ 

The first meeting of the Statutory Board of Industries 
considered seven applications for State-aid. Only two out of 
these seven applications were recommended by the Board, viz., 











' Clanse 3. 

2 Madras Legislative Council Proceedings, 1922, Vol, 9, p. 655. 
= — > Clause 18. 
— & Proceedings of the Fifth Indostrics Conference, 1933, pp. 11, 24. 
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one from Messrs. Muppama Somaraju and Veerju, Silk Cloth 


Manufacturers, for a loan of Rs. 50,000 to develop their factory, 


end another from Messrs. Kelkar Bros., Managing Agents of 


Canara Rice and Saw Mills, Ltd. (Coondapur), for a loan of 
Rs: 10,000 to purchase certain machineries. In the first case 
the entire amount was sanctioned by the Government and in the 
second case, only Rs. 9,000 was sanctioned according to the 
Board's recommendation as the net assets of the company were 
not adequate for a larger loan. The loans were disbursed on the 





pectively.’ 

In the next year the Board considered nine applications. 
Among these, there was an application from the Carnatic Paper 
Mills, Ltd., for a loan of Rs. 4 lakhs and also for a guarantee of 
overdrafts or fixed advance with a bank of 2 lakhs of rupees. The 
loan was recommended and the Government sanctioned and dis- 
bursed it on the 14th March, 1925. As regards the guarantee 
of the overdraft the company failed to convince the Government 
that if it was guaranteed, the company would be able to finance 
the development of the concern. The Government further sanc- 
tioned a loan of Rs. 5,000 for establishing a small cotton ginnery 
in North Arcot District and a loan of Rs. 18,600 to the Kalla 
Kurichi Society which applied for Rs. 25,000 under section 6 (a) 
of the Act to develop rice hulling and sugarcane crushing.’ 
During the year ended 31st March, 1926, the Board recommended 
to the Government two applications from the Carnatic Paper 
Mills for further loans of Rs. 50,000 and Rs. 38,50,000. The 
Government sanctioned Rs. 30,000 in the first instance during 
the year and Rs. 20,000 afterwards in the beginning of the next 
financial vear. The Government had allotted Rs. 4 lakhs in the 
Budget for 1925-26 under the heading ‘* advances under special 
loans: the State-aid to Industries Act.” Only 3 loans amounting 
to Rs. 53,600 were disbursed during the year and the balance was 
resumed by Government towards the close of the year. From the 
date on which the Act came into force up to the year ended 31st 
March, 1926, six loans totalling Rs. 5.13,200 were sanctioned 
and disbursed. The Carnatic Paper Mills alone were granted 
Rs. 4,30,000 out of this amount. The Carnatic Paper Mills re- 
ceived a further loan of Rs. 9,000 on the 29th March, 1927. In 


1 Report of the Department of Industries, Madras, 1925, p, 7. Also Report for 
the year 1928, p. 6. 
S“ Report of the Department of Industries, Madras, 1026, pp. OT. 





August, 1926, the Government had also guaranteed an overdraft 
for the company with the Imperial Bank amounting to 
Rs. 1,34,469-3-4." 

An amount of Rs. 4 lakhs was again provided in the Budget 
for the year 1926-27 for the purpose of loans under the State-Aid 
to Industries Act but only two loans totalling Rs. 29,000 were 
disbursed during that period. 

In the year ending 31st March, 1928, two loans were sanc- 
tioned by the Government, one for Rs. 10,000 to Salem Dye 
Works which was recommended in the previous year, and the other 
for Rs. 11,000 to zaminders of Belgaum for developing their 
pyrotechnic match factory. They were disbursed on 26th 
November, 1928 and 18th July, 1928, respectively. 

During the year 1929, out of a total amount of Rs. 4 lakhs 
sanctioned in the Budget, Rs. 1.71,842-5-4 only was disbursed, 
Rs. 21,000 being the amount loaned out to new concerns.” 

In the following year the Board considered 8 applications. 
Of these the most important was from K. S. Sankaram Pillai 
for a loan of Rs. 10,000 to establish a tobacco re-drying factory. 
Tt was recommended by the Board and also sanctioned by the 
Government. But the applicant subsequently informed the 
Government that he was not prepared to avail himself of it. An- 
other application for a loan of Rs, 7,500 from Tanjore Tile Works 
was adjourned for further consideration. Tt was later on recom- 
mended that Rs. 4,250 might be advanced to the concern and 
this was sanctioned by the Government.“ 

During 1931, 17 applications were considered of which LO 
were rejected. A loan of Rs. 750 was granted to Mr. L. 
Nanjudaswami to work up his silk reeling concern. Loans were 
also sanctioned to two toy manufactories to develop the toy 
industry.” 

Up to 31st March, 1933, the Board of Industries considered 
77 applications for loans of which those from 14 concerns were 

: The loans actually disbursed were 15 in number 
involving an aggregate amount of Rs. 8,27,415-8-0.° Of this, 
Rs. 6,49,215-8-0 was advanced to the Carnatic Paper Mills, 


t Report of the Department of Industries, Madras, 1927, p- 4. 

# Ibid., 1929, p. 3. | 

3 Ibid., 1929, pp. 5, 103. 

a Ibid., 1990 and 1931, pp. 3, 4. 
* Ibid., 1931, pp. 35. 


è Proceedings of the Fifth Industries Conference, July, 1933, p. H. 
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Tta., alone. The balance was distributed among other busi- 
nesses, the largest amount loaned to such enterprises being 
Rs. 50,000 to Messrs. Muppama Somraju and Veerju to 
develop a silk factory and the smallest being Rs. 500 to the 
proprietors of Ram Ram Safety Match Factory." We give 
below a statement showing the nature of industry assisted and 
the amount of financial assistance granted in each case.” :— 


Rs. As. P. 
I. Paper Mills =a ios .. 649,215 8 O 
® Silk Factory Bee Z — 50,000 0 0 
3. Match Factory rs te mS 20,000 0 0 
4. Oil Mill * he ms 40,000 © 0 
5. An Industrial Co-operative Society carrying 
on rice milling, groundnut decorticating, 
ete. i oe wee T 18.600 0 0 
6. Pyrotechnic Match Factory T * 11,000 0 © 
7. Dye Works i sas 4% 10,000 0 0 
&. Metal Industry rÈ a s 8,000 0 0 
9. Saw Mills — wee ewe 9.600 0 0O 
10. Cotton Ginnery —— ae Jai 4.000 0 0 
11. Tile Factory —— oe J 4.250 0 O 
12. Silk Reeling Concern Sea Me. To oO 0 
13. Toy Manufacturer ... ae eS 500 0O O 
14. Another Match Factory 7 we 500 0 O 


From an examination of the affairs of the industrial 
concerns which received State-aid under the terms of the 
Madras Act, it cannot be claimed that the results have fulfilled 
expectations. The Act has been in force for nearly two decades 
but there is hardly any indication that it has stimulated the 
ke economic development of the province to any appreciable extent.” 

Most of the companies to which financial assistance was given 
have not been able to repay the instalments of the loans as 
~~ required under the provisions of the Act. They failed to show 
any profits and most of them have closed down. The Carnatic 


1 Report of the Madras Provincial Banking Enquiry Committee, 1901, pp. 131-32. 
> 2 Proceedings of the Fifth Industries Conference, 1933, p. 13. 
a State Action in weepect of Industrice, LRRD, p. 90. (Published be the 
Government of Tundis.) 
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Paper Mills, Ltd., which obtained the bulk of the advances under 
the Act was a failure. They were unable to clear the overdraft 
which the Government had guaranteed with the Imperial Bank 
on the due date and the Government had to treat the whole 
amount as loans. They could not meet their liabilities to the 
Government and had to be taken over on the 10th December, 
1928. Orders were passed by the High Court for the compulsory 
winding up of the company. An official liquidator was appointed 
and the concern was sold to a new company floated under the 
name of Andhra Paper Mills. The Government received Rs. 4 
lakhs from them and had to write off Rs. 3,86,428 of the loan 
and interest outstanding. The affairs of the Kanara Rice and 
Saw Mills, Ltd., were also not satisfactory. During 1925-26 
the firm incurred a net loss of Rs. 3,659-11-8. Tt failed to pay 
the 2nd, 3rd and 4th instalments of the loan granted by the 
Government. It was closed down in 1928 and the Collector was 
asked to collect the entire sum due. Before the confirmation 
of the sale the managing agents paid almost the entire out- 
standing liabilities to the Government and the balance has since 
been collected. The Andal Mills at Gudiyattam sustained a loss 
of about Rs. 3,000 during the year ending 318t March, 1928. 
Failing to pay the second instalment of their debts, the 
proprietors prayed for a postponement by one year of the re- 
payment of the instalment but the prayer was not granted. The 
Collector was asked to take steps to collect the dues. Rs. 800 
was realised out of the sale of the concern and out of the balance 
still due to the Government Rs. 1,713 had to be written off.’ 
The Bellary Match Factory of Mr. M. S. Ramanna which 
was granted a loan of Rs. 20,000 was not a success. It did not 
work much during the year 1928-29. In the next year a fire 
broke out and damaged the machinery. A dispute arose between 
the proprietor of the concern and the Insurance Company as to 
the amount of the damage. The Government decided to sell the 
concern to ralise the loan granted to it. The machinery, when 

sold, fetched only Rs. 4,500. The Salem Dye Works stopped- 
working shortly afterwards it received the loan on the plea of 
hardness of water and did not resume work. In the case of 

the Parvatipur Industries, Parvatipuram, there was a net loss of 

Rs. 1,891-1-4 during the year 1930-51. The only concern which 


1 Report of the Depariment of Todusiries, Madras, 1001, p. 5. Also Report, 1957 
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miiy be said to be truly successful is the Srilakshmi Silk Factory 
of Messrs. Muppama Somaraju and Veerju, Peddupuram. lIt 
always repaid the instalment by the due date and by 1931 repaid 
almost the entire outstandings. The Pyrotechnic Match Factory 
appeared to have been working satisfactorily at the outset and 
during the year ending 31st December, 1928, it earned 
Rs. 2,733-11-5 as net profit. But in more recent years it has 
failed to show any profits." The Ramkrishna Sugar Mills, 
which was recently assisted, also sustained a loss of Rs. 33,940." 
Tt is abundantly clear that the position of the majority of the 
concerns assisted under this Act was far from satisfactory. 
The cottage and small industrialists found it extremely difficult 
to avail themselves of the facilities of State-aid under the Act. 
They could not ordinarily show assets double the amount of the 
loan applied for nor could they be expected to show detailed 
accounts on the lines required by Section IT of the Act and 
Rules 16 and 17 of the Rules framed under the Act. A cottage 
worker applying for a small loan cannot reasonably be expected 
to incur the expense of employing a clerk or accountant to 
maintain the registers and accounts required or to incur the 
expense involved in the audit of such accounts by certified 
auditors. The Director of Industries in his Report of 1927, 
pointed out the desirability of exempting such concerns from 
the operation of the Act. During the year 1930-31 the question 
of simplyfying the formalities connected with the rules was 
examined with a view to making it possible for the Act to become 
more readily available to the cottage industries. The Govern- 
ment amended Rule 24 (d) of the Rules framed under the Act 
` = whereby an enterprise with assets not exceeding Rs. 500 was 
— exempted from insuring the properties mortgaged to Government 
"| against loss or damage by fire. A small concern whose capital 
outlay did not exceed Rs. 1,000 was also exempted from pay- 
ment of a stamp duty on mortgage deeds securing repayment of 
a loan under the Act. A scheme for the supply of textile 
appliances was also sanctioned in 1932 but the results were 
- disappointing.” 
The Pubhe Accounts Committee in 1936, expressing the 
view that the Act had failed to achieve the objects for which 


A 3 Proceedings of the Fifth Industries Conference, 1933, pp. 13-15. 


3 Report of the Department of Industries, Madras, 1937, p. H. 
3 State Action in respect of Industries, 1928-35, op. cit., p. 39. 
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it was introduced, recommended its amendment so that the 
Government's policy in the sphere of industrial finance might 
be rendered more effective. The Act was accordingly amended 
in December, 1936. Clause 2 (1) of the Amended Act provided 
for the grant of aid to old and established industries in addition 
to new and nascent industries. Sec. 9 of the original Act was 
also amended. The limit of the loan which might be granted 
was fixed in all cases at 50% of the value of the assets of the 
business plus the value of the other property if any, offered as 
collateral. Cottage industries were re-defined as those *' carried 
on by workers in their own homes as distinct from those carried 
on in factories.” The Government will now be able to assist 
cottage industries even though the middlemen may stand to 


benefit.’ 


The Bihar and Orissa State-Aid to Industries Act, 1923 : 


The Bibar and Orissa State-Aid to Industries Bill patterned 
after the Madras Act was introduced in the Legislative Council 
by the Hon'ble K. B.S. M. Fakhruddin on the 13th July, 1923, 
and was passed in the same year. The object was to regulate 
the giving of the most common forms of State-aid to industries 
in order that the principles on which such loans should be given 
might be well defined.” The provisions regulating the grant of 
long-term finance to suitable industrial enterprises like those of 
the Madras Act include direct advances at low rates of interest, 
lower than any charged by a bank or any other financier, 
subseription to shares or debentures, guaranteeing of cash credits 
with banks and of a minimum return on the whole or part of a 
joint-stock company’s capital. As regards the subscription for 
shares or debentures, it is provided that for all shares and 
debentures taken by the Government, at least an equal amount 
must be subscribed for by the public (Section 16). In addition 
to all these, the Act provides for the supply of machinery 
on hire-purchase - basis, a feature which, we noticed, was 
absent in the case of the Madras Act.” No machinery should 
be supplied on the hire-purchase system unless the applicant 
deposits with the Director of Industries at least 20% of the 


i Report of the Department of Industries, Madras, 1937, p. 6. 
2 Bihar and Orissa Legislative Council Proceedings, 1928, Vol. 8. pp. 33-39. 
2 The Bibar and Orissa State-Aid to Industries Act, 1923, Sec. 4. 
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cost of the machinery. The Government should be protected 
against the total or partial loss of such machinery from risk or 
any other cause by means of an insurance, a mortgage on 
immovable property: the personal guarantee of one or more 
persons or in any other manner." Whenever the application for 
State-aid in any of the above forms exceeds Rs. 10,000, the 
Director of Industries has to advertise it in the Local Official 
Gazette in its three successive issues with a view to inviting any 
possible objection." He also cannot sanction it without the 
concurrence of a majority of the members of the Board of 
Industries. Money is advanced on the security of land, plant 
and machinery of an industrial concern at an interest rate of 
64% and the maximum period over which repayment of loans 
can be spread is 20 years.” Every loan granted to an industry 
should be secured by a mortgage or floating charge upon the 
whole of the assets of such industry subject to any encumbrances 
existing at the time when the loan is granted and by such 
collateral security as the Government may require (Section 10). 
No loan or guarantee of a cash credit will be given exceeding 
in amount seventy per cent. of the net value of the assets of an 
industry after deducting the value of all prior encumbrances. 
Whenever the amount or value of the State-aid is two lakhs of 
rupees or more, the Government should obtain control over the 
conduct of industry by appointing directors or otherwise.” It 
ic evident from Sections (4) and (5) of the Act that the terms 
are broad enough to include all kinds of industries. But it cannot 
lend to old established industries unless they are being started in 
a new area. The Act does not forbid the grant of short-term loans 
but such loans are not granted. 

Applications for State-aid must be made to the Director 
of Industries in prescribed forms. Fullest information is required 
to be given as regards the security for any loan or advance. De- 
tails as to the financial resources of the applicant, the assets and 
revenues which will be available as security for it and particulars 
of any existing charges on it as well as any débts owned by the 
applicant should be furnished. Balance-sheets and profit and 


i The Biber and Orissa-Aid to Industries Act, 1925, Roles 13 and 14. 

2 Jbid., Rule 4. See also Sec. 7 (3) of the Act. 

3 ‘The question of reducing the rate of interest from 64) per cent. to 3 per cont. has 
recently ongaged the attention of the Board of Industries. (See Annual Report, 1996.37. 


op. 33.) 


# Section 19 of the Act. 
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loss accounts where such exist certified by an auditor entitled to 
audit accounts of companies under the Indian Companies Act, 
1913, should be attached. In the event of the applicant being a 
company, a copy of the prospectus and memorandum and articles 
of association should also be attached. Information should also 
be given as to the collateral security offered. The application 
should be sent with a covering letter explaining the prospects and 
facilities available for the development of the industry, the nature 
of the process to be utilised, the staff to be employed and the 
history of the industry from its inception up to the date of 
application." 

During the first year of the operation of the Act, the Statutory 
Board of Industries received for consideration 11 applications 
for State-assistance, Of these the most important was an appli- 
cation from the Indian Steel Wire Products, Ltd., requesting the 
Government to take up debentures in the company. The Board 
recommended the application and the Government decided to take 
up debentures to the extent of rupees 5 lakhs, the conditions being 
that the company should write down its assets and share capital 
by 50%. The application of the Puri Match Industries Company, 
Ltd., for the supply of match machineries on the hire-purchase 
system was also granted: and the supply of machinery up to the 
value of Rs. 5,000 was approved of by the Board and sanctioned 
by the Director of Industries. There were two applications for 
Government guarantee of cash credits. One from the Vishwa- 
karma Mills, Ltd., Dighaghat, for Rs. 75.000 and the other 
from the proprietors of a rice hulling plant. The Government 
arranged a cash eredit in favour of the Vishwakarma Mills, Ltd., 
with the Imperial Bank under its guarantee. The latter was also 
sanctioned but not drawn upon. The total amount actually paid 
out in loans and under the hire-purchase system before the close 
of the year 1924-25 was Rs. 5,03-534, and of this, the Indian 
Stee] Wire Products obtained Rs. 5 lakhs.’ 

During the next year (1925-26), the second year of the 
operation of the Act, 13 applications were considered by the 
Board. The Government granted an application from the 


1 The Bihar and Orissa Siate-Aul to Todustry Rules. 1023. Bulletin form No. 12, 
Department of Industries, Bihar and Orissa, pp. OT (Forms V and B). 
2 Annual Report of the Department of Indusiries, Bihar and Orissa, 1924-25 


pp. 39-36. 
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Proprietor of a canning business for a loan of Rs. 40,000 to 
develop his fruit canning factory at Muzaffarpur and also 
another from Rai Sahib B. Lal for the supply of button-making 
machinery worth Rs. 9,500 on the hire-purchase system.’ 

There were some important applications for cash credits 
during the year. Messrs. Baldeo Das Narayan Das wanted a 
guarantee of cash credit of Rs. 2 lakhs for installing an adequate 
steampower plant in the Shibagauri Flour Mill at Bhagalpur. 
The Government arranged for it with the Imperial Bank but 
difficulties arose in connection with the working of the cash credit 
with the Bank. The latter refused to supervise the debtor's 
operations on the credit so long as the stocks were not hypothe- 
cated to it. The fixed assets were already mortgaged to the 
Government for the purposes of the guarantee and the hypothe- 
cation of its current assets in addition to the Bank would have 
crippled its power of raising any further finance. Hence the 
sanctioned credit was not actually availed of. The same 
difficulty arose in the case of a cash credit of 1 lakh of rupees 
applied for by Messrs. Jaipaldas Jitaldas and the cash credit 
was not availed of by them.* The third application was the one 
from Messrs. L. D. Brothers who wanted a credit of Rs. 50,000 
on the security of landed property. It was referred to the 
Allahabad Bank to see if it were possible to arrange a cash 
credit with a bank without Government guarantee on the 
securities offered. 

During the year 1927-28, there were 16 applications for 
consideration before the Board. The following were sanctioned 
by the Government :— 


(1) A loan of Rs. 5,000 to a factory manufacturing hand 
hammer shafts. 


(2) A loan of Rs. 5,000 to a factory grinding optical lenses. 
(3) Rs. 32,000 worth of rice mill machinery on the hire- 


purchase system of which machinery worth Rs. 7 000 was 
wanted at first. 


(4) Rs. 5,000 worth of wood-working machinery. 
The Board considered 16 applications during 1928-29. 
An oil expeller costing up to Rs. 7,000 for M. Ahmad of Tehta 


+ Annonl Report of the Department of Industries, Ribar and Orissa, 1925-26, 
a5. 
j z Soe Government Resolution on the Annual Report of the Department of 
Industries, Bihar and Orissa, 1925-26, pp. 4-5. 
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and a dal mill worth Rs. 9,500 for Babu Madhusudan Pal" were 
sanctioned by the Government. A cash credit was arranged 
with the Imperial Bank Branch at Gaya for Rs. 5,000 in favour 
of the owner of a rice-milling business. In the course of the 
next year (1929-30) the total amount advanced was Rs. 24,649, 
the principal industries aided being the dal and the hosiery. 

During 1930-31, ten applications were considered by the 
Board, four of which were from the previous year. Six of them 
were rejected. Most of the rejected applications were from the 
existing businesses for cash credit to tide over the difficult times. 
The total value applied for including cash credit, loan and hire- 
purchase was Rs. 95,000 of which only Rs. 10,000 was allowed, 
distributed as follows? :— 


(1) A loan of Rs. 1,500 for an ink manufacturing business. 
(2) Wood-working machinery worth Rs. 4,500. 

(3) An oil engine worth Rs. 2,000. 

(4) An Atta mill worth Rs. 2,000. 


The year 1931-32 was a year of unprecedented depression 
in trade and industry and for the first time since the passage of 
the State-Aid to Industries Act in Bihar and Orissa no provision 
could be made in the Budget for State-aid.* In the next year 
(1932-33) also, no such provision could be made in the 
Budget.‘ After a lapse of five years provision could be made in 
the Budget of 1936-37 for advancing loans to small industrialists 
not exceeding Rs. 500 in any one case.” The Act had become 
virtually inoperative during this period, 

In his evidence before the Bihar and Orissa Banking 
Enquiry Committee, the Director of Industries stated that alto- 
gether 98 applications for State-aid from 33 different industries 
were received by the Government. The gross value of these 
applications amounted to nearly Rs. 39 lakhs. Of these, 19 
applications were for loans, the value of which was Rs. 5,84,750. 
Only two were sanctioned, the value thereof being Rs. 45,000. 
Applications for the taking of debentures by the Government 
were two in number, of which one was sanctioned, the value 


1 He did not avail himself of it. 

2 Report of the Department of Industries, Bihar and Orisen, 1990-31, p. 5. 

> Government Resolution on the Annual Report of the Director of Industries, 
Bihar and Orissa, 1041-92. 

© Government Resolution on the Annual Report of the Director of Industries, 


| and Orisa, 1932-53. l 
Mhar ee nasi Report o? the Director of Industries, Bihar for 1936-87, p. 23. 
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being Rs. 5,00,000. There were 21 applications for cash credit 
of which 7 were sanctioned involving Rs. 4,13,000, the amount 
actually guaranteed being Rs. 80,000. 'The number of applica- 
tions for machinery on the hire-purchase system was the largest, 
viz., 55. Only 27 were granted and the amount actually paid by 
ihe Government was Rs. 1,88,859. Thus out of 98 applications, 
37 were sanctioned, the total value thereof being over Rs. 13 
lakhs." The total amount actually given out as State-aid since 
ihe passing of the Act up to 1933, amounted to Rs. 7,91,000 of 
which Rs. 3,79,000 was realised while Rs, 3,80,000 was definitely 
ascertained as bad debts and Rs. 97,000 was still outstanding.* 
The history of the working of the State-Aid to Industries 
Act in Rihar and Orissa is almost as unhappy as in Madras. 
The perusal of the report of the Director of Industries, 1930-51, 
makes melancholy reading. It discloses the lamentable fact 
that no enterprise aided between 1924-28 excepting one was 
surviving in the hands of the original owners. Most of the aided 
industries could not make any profit and were unable to pay 
their debts to the Government according to the terms of the 
Act. Of the nearly 8 lakhs of rupees advanced, as already noted, 
only 3 lakhs were repaid and an equal sum had to be written off 
as irrecoverable. The Government of Bihar and Orissa heavily 
financed the Indian Steel Wire Products, Ltd., just as the 
Madras Government had done in the case of the Carnatic Paper 
Mills. Five lakhs out of the eight advanced under the Act went 
to this single company. As early as 1927 the company declared 
its inability to carry on its business. The trustees took over its 
property in accordance with the terms of the debenture deed and 
the concern was sold to Mr. Indra Singh of Jamshedpur. The 
Government received only Rs. 2,30,672 against the five lakhs 
advanced. the loss amounting to Rs. 2,69,328.7 The Puri Match 
Factory paid the first instalment but could not pay the one due 
on February, 1929. Its connection with the Government ceased 
in 1930-31, the net loss being Rs. 1,574-3-4. The Vishwakarma 
Mills stopped working and went into liquidation. The fruit- 
canning factory at Muzaffarpur was unable to pay its instalments 


i Bihar and Orissa Provincial Banking Enquiry Committee, Vol, IT (Evidences), 
I. 212. a 
J 2 Government Resolution on the Annual Report of the Director of Industries, 
Bihar and Orissa, for 1932-34. Also Proceedings of the Fifth Industries Conference, 
1933. p. 19. 
» Annuali Report of the Director of Twlusiries, Bihar and Orissa, 1928-29, p. 3. 
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and the aid was withdrawn. The Rice Mill at Tehta also 
defaulted. The loss over the transaction amounted to Rs. 9,564 
which was written off.* The concerns manufacturing buttons 
and hammer handles also defaulted in repayments.* A sum 
of Rs. 30,000 was practically lost on a combined enterprise for 
ice-milling and oil foundry work, as the security on which 
the loan was granted proved unsaleable except at ruinous 
sacrifice. The scheme of advancing under the hire-purchase of 
machinery system also proved disappointing and the Industries 
Department became a ** museum of obsolete machineries.” * 


The Bengal State-Aid to Industries Act, 1931: 


In Bengal there was no legal provision for State-aid to 
industries till 1931. The State-Aid to Industries Act was passed 
in Bengal on the 23rd July, 1931. A Board of Industries was 
created under its provisions and it was intended that the 
Board should be ** an expert, workable and efficient body limited 
io a small number of gentlemen interested in the province and 
capable of taking responsible action. * The Board was to 
consist of the Director of Industries, two members of the 
Legislative Council, one member each elected by the Bengal 
Chamber of Commerce, the Bengal National Chamber of 
Commerce, the Calcutta Trades Association and the Marwari 
Association, one member, an employee of the Imperial Bank 
and appointed by the Government and two members, not 
Government servants, appointed by the Local Government.* 
The duty of the Board was to receive applications for State-aid 
and to report upon them to the Local Government and ** to 
frame complete schemes and programmes for such State action 
as the Board considered necessary for the steady and progressive 
development of industries for the consideration of the Local 
Government.” * 

As regards the industries to be aided, they were the same as 
in Madras but the forms of State-aid were much more varied 


i Annual Report of the Director of Tudustries, Bibar and Orissa, 1935-37, p. 33 
* Jbéid., 1930-31, p. 3. 

» Report of the Rihar and Orissa Provincial Banking Boaquiry Committe 

i Proceeding» of the Bengal Legislative Council, Jaty, 1031, Vol, XXXVII, m. Iia 
6 Section 3 O). The Bengal Gtate-Aid to Sudustries Act. 1981. 

é Section 16. 
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and extensive in Bengal than either in Bihar or Madras. 
The Bengal Act contained provisions not only for the grant of 
secured loans, guarantee of cash credits, overdrafts and fixed 
advances, the taking of shares and debentures and guarantee 
of a minimum return on the whole or part of the capital of a 
joint-stock company but also provisions for guarantee of interest 
on preference shares and debentures and for the supply of 
machinery on the hire-purchase system.’ 

In Bengal, loans were to be granted up to 509% of the net value 
of the assets of the industria! enterprise and the duration of the 
loan was to be for not more than ten years and could be for 20 years 
when the whole of it was secured on land or buildings or both.* As 
regards the disposal of profits during continuance of State-aid, 
Section 23 of the Act laid down that profits should be distributed 
only after interest due on debentures and loans had been paid and 
an amount reasonable in the opinion of the Local Government 
had been set aside for obsolescence or depreciation of plant and 
machinery and a further amount which should not be less than 
25%, of the net surplus available after provisions for depreciation 
or obsolescence had been carried to a reserve fund to be utilised 
in the prescribed manner and payment made to a sinking fund 
ior the purpose of repayment in the prescribed manner of any 
loan granted.” The Government during the continuance of 
State-aid will fix from time to time a certain percentage rate. 
All loans as in Madras and Bihar are recoverable as a public 
demand.* 

It appears, at first sight, to be satisfactory to note that the 
Bengal Act did not contain the provision included in the Madras 
and Bihar Acts that applications for loans exceeding a certain 
amount would have to be advertised in the provincial Gazette. 
But though there was no provision for advertisement in the Act 
itself. the rules framed under the Act provided that every 
application for aid, whether to be accepted or refused, must be 
.dvertived in the Calcutta Gazette and the daily newspapers.° 
In the case of a recent advertisement, it is seen that the amount 
of the loan applied for was only Rs. 500 for establishing an 





t Section 19 (1). 

2 Section 19 (1) (fe). 
® Section 23 (1). 
å e i 
* 


ection 25, 
Proceedings of the Bengal Legislative Council (Official Report), Vol XLV, 
No. 2. p- 680. 





umbrella factory. When the application for such a small amount 
had to be advertised, it must be worse than the conditions under 
the Bihar Act. It was understood that the Bengal Act would be 
utilised chiefly to foster the development of small and cottage 
industries and was also expected indirectly to assist in the solution 
of the problem of middle class unemployment." The main 
objective was to train educated young men in new and improved 
processes in such industries. Batches of young men from the 
educated middle classes will be given training in the mofussil 
in certain selected industries by demonstration parties; and 
machinery will be supplied on the hire-purchase system. The 
appointment of industrial surveyors to collect information 
regarding the marketing conditions and the possibilities of a 
ready market for the products of the industries in which training 
would be given, was an interesting idea under the scheme and was 
sure to prove valuable. The necessary finances were to be obtained 
from two sources, voluntary contributions from the public, which 
was absolutely a novel feature in Bengal, and the provisions made 
hy Government in the annual budgets. A local fund under the 
name of the Bengal State-Aid to Industries Act Fund was 
created out of the contributions made by some pubhc- 
spirited men of the province, the assets of which stood before the 
War at Rs. 54,000. The Government, however, were until 1934, 
unable to make adequate provision for financial assistance under 
the Act owing to financial stringency. In that year they took 
steps to provide in the Budget a fund of one lakh of rupees for 
the grant of State-aid in the shape of loans to industries under 
the terms of the Act. They also proposed to undertake the 
liability involved in the guarantee of a cash credit with a bank 
in accordance with certain provisions of the Act up to Rs. 50,000. 
The idea was to enable bona fide industrialists or small industrial 
concerns to tide over temporary financial difficulties by 
guaranteeing their overdraft from a recognised bank.” In the 
Budget for 1935-36, a reduced provision of Rs. 64,000 was made. 
Although there was no legislation for State assistance in 
Bengal before 1931, the Department of Industries had actually 
come to the help of certain industries. In 1925 the Managing 


~ Agents of the Mohini Mills approached the Imperial Bank through 


the Director of Industries for assistance in opening a cash credit 


t Administration Report of the Department of Industries, Bengal, 1932-39. 
* Proceedings of the Bengal Legistative Council, February, 1954. 
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account with the Bank with the sanction of an overdraft up to 
Rs. 5 lakhs. The Director gave his support but the Bank did 
not see its way to extend its assistance. The Braziers’ Co- 
operative Society at Brahmanbaria applied to the Department 
of Industries through the Registrar of Co-operative Societies for 
a loan of Rs. 8,000. As there were no funds for such industrial 
loans in the department, the matter was referred to Government 
and a loan of Rs. 7,000 was ultimately sanctioned." The 
Calcutta Soap Works and the Calcutta Pottery Works each re- 
ceived a loan of Rs. 2 lakhs nearly from the Imperial Bank on 
the recommendation of the Director of Industries.” 

The working of the Bengal State-Aid to Industries Act is 
also far from inspiring any faith in such legislations. When 
the Act was passed in 1931," it brought great hopes to many a 
budding industrialist in Bengal, but after all these years of 
working, the Act does not appear to have benefited anybody. 
Up to March 6, 1935, the actual amount sanctioned by Govern- 
ment against 5 different applications was Rs. 11,000, of which 
Rs. 900 representing two small loans was refused by the appli- 
cants. The most important thing to be noticed in this connec- 
tion is that in two years and a half there was no actual 
disbursement of money. Surprisingly enough the only money 
that had been spent so far on the working of the Act was 
Rs. 1,226 to pay for advertisements in the daily papers to 
invite objections to the applications recommended by the Board 
to the Government for sanction.“ The working of the Act natural- 
ly came under a fire of criticism in the provincial legislature 
from time to time. It was pointed out that though the Act was 
passed in July, 1931, it did not come to function till 1933. In 
1933-34 no money was provided in the Budget for granting 
{nancial assistance under the Act. In 1934-35 a lakh of rupees 
was provided for but not a rupee was spent out of it and 
according to the rules the entire sum reverted back to Govern- 
ment. In 1935-36 the provision was reduced. Only Rs. 16,100 
were disbursed as loans during the year. In the next year the 


+ Annual Administration Report of the Department of Industries, Bengal, 1925, 

» 1517. = A 
* 2 Evidence of Mr. Weston, Director of Industries, Bengal—Bengal Provincial 
Banking Enquiry Committee, Vol. TI, p. 180. 

3 Although the Act was passed in July, 1951, rules framed under the Act as 
eanctioned by the Government were nol published till July, 1933. 

« Proceedings of the Bengal Legislative Council (Official Keport), 45th Session, 
Vol. XLV, No. 2+ pp. 678-79. 
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disbursement amounted to Rs. 40,075 and recovery on account 
of loans advanced was Rs. 3,145 as against Rs. 522 in the pre- 
ceding year. All the loans were paid out of the Board’s own 


funds and the Government money provided in the Loan Budget 
was not touched.’ 


STATE-Aip TO INDUSTRY IN OTHER PROVINCES 


Central Provinces : 


A State-Aid to Industries Act on the lines of the Madras, 
Bengal and Bihar Acts was passed by the Legislative Council 
of the Central Provinces and brought into force on the Ist 
September, 1934. The preamble points out that the Act is 
meant to regulate the grant of State-aid in various forms to 
industries and provisions have been made for the creation of a 
Board of Industries with the Minister of Agriculture as Presi- 
dent. The Act closely followed the lines of such legislation in 
the other provinces. The forms of State-aid which might be 
given were the grant of a loan, the guarantee of a cash credit, 
overdraft or fixed advance with a bank, guarantee of a minimum 
return on the whole or part of the capital of a joint-stock 
company for a fixed period, grant on favourable terms of land, 
raw material, firewood, water or any other property of the Local 
Government, grant free of charge or on favourable terms of the 
services of experts or Government officials, payment of subsidy 
for the conduct of research or the purchase of machinery. ‘The 
industries eligible for State-aid in any of these forms were of the 
same kind as those in Bengal, Bihar and Madras. ‘The amount 
cf loan to be granted, the nature of security for the loan, 
methods of recovery and inspection, ete., followed the same lines 
as elsewhere. 


Bombay : 


Following the sanction of the Bombay Legislative Council, 
the Government of Bombay framed rules in 1935 for affording 


’ Annual Administration Report, Department of Industries, Bengal, 1996.57, p. 41 
In the years after World War II, the assistance under the Act does not seem to have 
beon significant. During 145-16 there were only two applications and æ loan of Rs. 900 
was granted. During 1917-48 sod 1048-49, there was no application and therefore no 
grant. It is only during the last three years that the demand ‘or loans has — —5 
Ra. 2.93 lakha and Re. 2.73 lakhs were granted during 1949.50 and 1950.51. (Report of 
the Committee on S8.1.F.C. in West Bengal, pp. 35-96), 
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financial assistance in the form of loans to the small industries 
for the construction of buildings, wells, tanks, etc., and for the 
erection of machinery and purchase of raw materials. The 
Director of Industries would grant loans for amounts not exceed- 
ing Rs. 2,000. Loans involving sums beyond that amount would 
require the sanction of the Government. The maximum loan 
that could be advanced to a single person was fixed at 
Rs. 10,000. The borrower was to hypothecate his block capital 
and might also give other collateral securities.’ f. 
Before the framing of these rules the Government of 
Bombay had rendered financial assistance to industries to some 
extent through the Co-operative and Industries Departments. 
Loans and supply of implements on the hire-purchase system 
had been made through Co-operative Societies.* Tn 1922-23 the 
tovernment had sanctioned a loan of Rs. 5,000 without interest 
to Mr. Tikekar of Sholapur to enable him to erect buildings near 
his weaving factory.” The Government had also granted a 
loan of G lakhs of rupees to the Belapur Sugar Company at 64 


per cent. in May, 1926, the loan being repayable in May, 1931. 
The factory repaid its dues in full.’ 


Punjab : 


In the Punjab, an Industrial Loans Act was passed in 1923 
and it was hoped by this means `` to be able to render direct 
fnancial assistance for the development of industries while 
amply safeguarding the public money involved." * The assist- 
ance to be given under this Act was limited to only one form, 
piz.. loans. The maximum and minimum loans that could be 
given were Ks. 5,000 and Rs. 500. Applications for assistance 


1 The Indian Economist, July 8, 1945, p. 493, 
Industries, 1928-35, pp. 40-41. 

* Report of the Bombay Provincial Banking Enquiry Committee. 

* Report of the Department of Industries, Bombay, 1922-23, p. 16. 

t The Sugar Industry Enquiry (Tariff Board), Written Evidences, Vol, I. 


The amount of assistance furnished by the Bombay Government under the State- 
Aid to Industries Act after World War TI ie given below :— 


Aleo State Action in respect of 


Ras. 
15-A * X 12,000 
1045-47 aot Sse 9,000 
1948-49 * .. 617,000 
1949-50 ace .- 625800 
1950-51 ` ..- 841.600 


s Report of the Department of Industries, Punjab, 1923, p. 2. 
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were to be received by the Director of Industries who would 
verify whether the security offered was sound or not. ‘There was 
no system here of requiring the previous recommendations from 
a Board. Loans were usually granted with a security at least 
double the value of the loan of which a substantial proportion 
should consist of immovable property. No loans, however, were 
given under it in 1924-25 and in 1925-26. It came to be used 
from the financial year 1926-27 when 15 applications were re- 
ceived for the grant of loans. Six of these were sanctioned, each 
applicant receiving Rs. 5,000.’ 

In 1927, 42 applications for loans were received for the 
grant of a total amount of Rs. 1,86,000, Twelve applications 
were granted amounting to Rs. 54,300. One was recommended 
to the Government for the loan applied for exceeding Rs. 5,000, 
in 1931, it was reported that out of 73 applications, 34 were 
granted, the total amount of the loan being Rs. 74,650. In 
12 cases individual loans were below Rs. 1,000 indicating that 
small and cottage industries were receiving attention. Since the 
introduction of the Act up to 1931, the Government 
advanced a total sum of Rs. 3,61,950 to 112 applicants. Of this 
Rs. 81,535 were repaid by way of principal and Rs. 20,577-1-0 
by way of interest.’ Two cases were filed in courts for the 
realisation of the amounts due. In 1932, 28 applications for 
loans out of 58 received were granted amounting to a lakh of 
rupees. ‘Thus it is found that up to this year the total amount 
advanced under the Act amounted to Rs. 4,61,950 among 140 
applicants.* During 1932-33, 63 applicants were received of 
which 23 loans amounting to Rs. 75,000 were made under the 
Act. The industry which benefited most was the manufacture 
of sugar by the open pan system, loans for which amounted to 
Rs. 21,500.° The industries which have been assisted by the 
Government under the Act are of a wide variety. The state- 
ment given below indicates the total amount of loans advanced 
under the Act up to the year 1933, and the names of the 
various industries which received them.* 


Ibid., 1927, p. 7. 

Ibid., 1026, p. 7. 

Ibid., 1951, p- 6. | ) 

Report of the Department o” Industries, Panjab, 1932, p. 11, | 
Government Review on the working of the Department of Industries, Panjab, 


ar ended Slat March, 1033. 
for * ——— of the Filth Industries Conference, 1939, p. 18. 
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Name of Todustry Total amount Number of per 
Re. sons to whom 
advanced 
Weaving oa se * 86,000 30 
Hosiery i x Si 58,850 2 
Leather tanning and allied industries * 41,000 22 
Sugar Fd — “i 40,500 9 
Furniture and carpentry mek = 29,300 8 
Tennis gut and sports gear-making i 32,000 4 
Calico-printing and bleaching * 23,000 7 
Oil milling Re * * 20,500 5 
Type block making nnd tin-printing * 26,000 5 
Cutlery * tes * 19,000 4 
Motor Engineering Kah oy 18,000 5 
Manufacture of drawing instruments iw 15,000 4 
Pottery and chalk rag 7 15,000 4 
Metal work hs er — 15,000 4 
Rosha oil Re * * 10,000 2 
Dairy farming — — D 10,000 3 
Chemicals * * a 9,000 3 
Comb making — cue +; 5,000 1 
Film industry van — ty 5,000 1 
Cigarette making 5,000 1 
Jam making * 5,000 1 
Durree making —* 5,000 1l 
Picture frame making 5,000 1 
Harmonium making 4,000 l 
Cosmetic good making 4,000 1 
Ribbon weaving ~~ 4,000 1 
Sword nnd lance making 3,500 2 
Chiken dozi 3,000 1 
Ink making 2 000 1 
Paper industry 2,000 1 
Total 5,04 250 152 


The Punjab Provincial Banking Enquiry Committee re- 
ported that a large majority of the artisans could not take 
advantage of the industrial loans under the Act as they were 
unable to offer adequate security." The Committee made cer- 
iain suggestions to modify the rules and regulations governing 
the grant of loans under the Act. The value of securities 
offered by the borrower might be reduced from one and a half 
to one and a quarter times; the existing rate of interest on 
small loans not exceeding Rs. 500 might be reduced to the bor- 
rowing rate of the Government and the recipient of small loans 
might, if possible, be exempted from registration and other 
procedures required under the Act.* The Act might also be 


1 Report of the Ponjab Provincial Banking Enquiry Commitice, p. 201. 
2 Jbid., p- 298. 
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made more useful to the artisans and the small industrialists if 
provisions could be made for the loan of machinery on the 
hire-purchase system. 

In 1935, the Punjab Industrial Loans Act was superseded 
by a new State-Aid to Industries Act. It permits aid to be 
given to industries needing revival or development of modern 
methods in addition to the classes of industry referred to in 
other Acts. During 1937-38, two lakhs of rupees were dis- 
bursed in 35 cases as compared to Rs. 99,275 in 1936-37 and 
Rs. 94,000 in 1935-36.’ 


United Provinces : 


Since 1921 the Government of the United Provinces have 
rendered financial assistance to industries in two ways by 
making (1) grants and (2) loans. As regards grants, a sum of 
money varying between Rs. 15,000 and 35,000 is annually 
placed at the disposal of the Board of Industries which is a 
vemi-non-official body for giving grants for any genuine in- 
dustrial purpose, chiefly to pioneer industries for any purpose 
required by them but generally for the purpose of machinery 
on a half and half basis, The system, however, has not 
proved suitable for the development of bigger pioneer industries. 
Between 1921-22 and 1932-33, the total amount of grants 
sanctioned by the U. P. Board of Industries was 
Rs. 1,25,608-3-10, the Budget allotment being Rs. 3,14,900.° 
As regards loans, a Board of Industrial Loan Commissioners was 
established in July, 1922, to supply principally small 
industrialists with capital upon casy terms. 

The Board was the outcome of the recommendations of a 
committee appointed by the Government under the chairman- 
ship of Sir Thomas Smith ‘* to examine and make recon- 
mendations upon the subject of establishing an Industrial Bank 
in. the United Provinces.“ It was constituted to receive 


t Report of the Department of Tudostries, Punjab, 1938, p. 29. 

2 Report of the Industries Reorganisation Committee, 1934, pa G1. Also App, VI. 
424. 
The Board's composition—(1) Financial Secretary to Government (Chairman). 
(2) Registrar of Co-operative Societies, (3) Mechanical Eogineer to Government, 
(4) Director of Industries, (5) A metuber of the Bean of Todustiics elected by the Board 
(6) A member of the Upper India Chamber of Commerce, (F) A member of the U. P 
Chamber of Commerce, (8) A representative of the Imperial Bauk, (9) A representative 
of Joint-Stock Banking. 
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applications for loans from all classes of individuals and 
corporations engaged in industrial development, whether pioneer 
or not. The Government would place a lump sum of money 
at the disposal of the Board with the consent of the Legislature 
for the purpose of granting industrial loans. Factory employees 
would usually be employed for purposes of valuation. The 
Board could not be legally empowered to sanction the loans but 
were assured that in most cases their recommendations would 
be accepted without further scrutiny. These decisions were 
endorsed subsequently by the Burn Committee in 1924. At 
its first meeting held in November, 1922, the Board considered 
13 applications and recommended four of them involving a 
disbursement of Rs. 1,70,000. But three of the applicants 
did not take up the loans and the fourth did not comply with the 
conditions. In March, 1923, the second meeting was held. 
Three out of five applications were recommended, the total 
amount being Rs. 52,000, of which the Agra Pencil Factory 
received a loan of Rs. 10,000. The Budget of 1922-23 had 
included 5 lakhs of rupees for industrial loans. About a lakh 
out of this was spent at the end of the year.' 

In the next year (1923-24), five applications for loans were 
recommended of which the Government approved of the follow- 
ing three immediately and reserved for further consideration 
the other two? :— 


Rs. 
(1) Mahaluxmi Sugar Corporation, Lucknow ss. 1,20,000 
(2) U. P. Glass Works Bre — 50,000 
(3) Allababad Law Journal for a type foundry fy 22 O00 


In 1926-27, the Board sanctioned Rs. 20,000 to a glass 
factory, Rs. 8,000 to a press and Rs, 500 to a sugar factory. 
The first two did not take up the loan and the third applied for 
a larger amount and hence the application was rejected. A 
loan of Rs. 7,000 was disbursed at the end of the year to a Brass 
Workers’ Society at Khari for the purchase of raw material. <A 
loan of Rs. 500 was also sanctioned to a scissors manufactur- 
ing factory but it was not prepared to take it on the conditions 
prescribed by the Government.’ 


% Report of the Director of Industries, United Provinces, 1922.23, pp. 6-7, p. 24. 
2 Report of the Department of Industries, United Provinces, 1923-24, p; 6. 
a Ibid.. 1024-27, pp- 10-11. 
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In the year 1927-28, Rs. 5,000 was sanctioned to the Muttra 
Match Factory and Rs. 40,000 to a manufacturer of Chinaware 
in Bareilly. Rs. 15,000 was paid in during the year and the 
remainder in the next year.’ 

The Government sanctioned in the following year 
Rs. 6,000 for assisting the Leather Industry, Rs. 15,000 for the 
Brassware Industry and Rs. 8,000 for Disinfectant Manufac- 
ture.” 

The total amount of industrial loans sanctioned by the 
Government during 1931-32 was Rs. 30,000, of which Rs. 10,000 
was for developing a jam-making and fruit-canning indus- 
iry at Ranikhet.’ In the following table will be found a 
summary of all the loans advanced by the Industries Department 
in every year since 1917-18 to the various industries of the 
provinces." 


Classified Abstract of Loans Advanced by the Department of 
Industries, United Provinces 
Total Amount 


7 Indust Name of Recipient Year of Amount for 
ot wigcec (OF Maes catemaieh d G Sanction — — 
2. 


L. Karandia Co. 
I. Sugar Lucknow 1922-23 6,00,000 7,20,000 
2 Mahaluxmj Co., | | 
Lucknow 1024-25 1,20,000 
1. Coronation Mills, — 
Il. Flour Millin Allahabad 1919-20 20,4 BAJ 
4 2. Karandia G. 4.20, 000 
Lucknow 1922-28 4,00,000 
1. Mr. Varshani 
Bajori 1917-18 20,000 — 
$ 2. Naini Glass 76,00 
NR Works 1920-21 16,000 
3. Mr. Varshani 1922-23 1,00,000 
4 Ditto. 1928-29 40,000 
i -. Bobbin Co., 
—* — ilus 2 Cawn pore 1925-26 80,000) 80.000 


t fbid., 1927-28, p. T. 

3 Jbid., 1930-31, p- 21. 

4 Toii., 1931-92, p- 10. J : v 

t Report of the Industries Reorganisation Committee, U.P.. 1994, App. s 
Table IT, p. 40A. 
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Total 
for the 
N N i i Tea t Amount or th 
ac ere Seer ore — Advanced Indust 
Re. Re. 
V. Meto-China Mr. Mirza, 
Roorkee 1927-28 40,000 40,000 
VI. Dyes and Tan- Mr. Mirza, i ; | 
ning Extract Bareilly 1917-18 80,000 30,000 
VIL. Type Casting A. L. Journal Co., - | — 
| Allahabad 1924-25 22,000 22,0009 
VILI. Brassware Shannon & Co., C 
Moradabad 1930-51 15,000 15,000 
IX. Ink Mr. Shukla, atat 
Cawnpore 1922-25 12,000 12,000 
X. Mateh Mr. Bhargava, 1925-26 5,000 
Afuttra 10.000 
Ditto. 1927-28 5,000 
XI. Jam-making Momtaz Hossain 
and fruit- and Sons, 
Canning Ranikhet 1931-52 10,000 10.000 
XIT. Disinfectants P. Khandelwal & 
Co., Lucknow 1030-51 8,000 8,000 
XIT. Tanning Wali Mohammad, 
A. Razak, 
Agra 1930-31 6,000 6,000 
XIV. Spinning Mr. Bhagwat 
e : Prosad Sri- 
vastava, Basti 1925-26 2,000 2,000 
Total ..- 115,51,000 


Tt will be observed from the preceding Table that the 
largest measure of assistance went to the sugar, glass and flour 
milling industries. The other industries which were also 
financially assisted were type-casting, printing ink, jam-making, 
brassware, match, tanning, meto-China, manufacture of 
disinfectants of bobbins and of dyes, etc. Out of the total sum 
of Rs. 15.51 lakhs advanced, there were l4 large loans 
(exceeding Rs. 10,000) amounting to Rs. 15.15 lakhs and six 
small loans totalling Rs. 36,000. 

= The affairs of the State-aided concerns have been as 
disappointing here as they have been in the case of Madras 
ond Bihar. As early as 1925 the Lucknow Sugar Works owed 
as arrears of interest Rs. 1,76,000; the Karandia Development 
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Corporation went into liquidation in 1927; the Mahaluxmi 
defaulted and fell into arrears. The bobbin factory fared no 
better. The glass works alone were able to pay regularly but 
even here it cannot be said that the loan achieved its purpose, 
viz., the establishment of the manufacture of sheet glass." 
Experience in connection with the large loans has been almost 
uniformly unsatisfactory. Out of Rs. 15.15 lakhs advanced in 
this way, Rs. 8,74,322 have had to be written off as irrecoverable ; 
while of the balance over Rs. 80,000 are still overdue. Some 
of the concerns to which smaller loans were advanced also 
defaulted. But experience in regard to the smaller loans has 
not been generally so unhappy; only Rs, 1,714-5-6, being the 
amount out of a total of Rs. 36,000, advanced had to be waived.’ 
The number of applications for loans has been declining in 
recent years and the Board of Loan Commissioners was abolished 
on January 1, 1937.°* 

An important step was taken by the United Provinces 
Government when an Industrial Finance Committee, consisting 
of banking and commercial experts, was appointed in November, 
i934. In their Report published in 1935 the Committee 
recommended the formation of two special institutions, one for 
financing the major and minor industries, and the other for assist- 
ing the cottage industries of the provinces. The former institu- 
tion, to be called ** The United Provinces Industrial Credit Bank, 
Ltd., should be started with an initial authorised and issued 
capital of Rs. 25 lakhs. The local Government should 
guarantee a dividend on the initial paid-up capital of the Bank 
at the rate of 4% free of income-tax up to a maximum period of 
20 years. The business of the Bank should be'— 

(1) to give long and short-term credit facilities to major 
and minor industries with a view to encouraging and assisting 
those engaged in industry ; 

(2) to lend money against sufficient security in the shape 
of fixed and floating assets ; 


t A. Clow, The State and Industry, Ch, XIT, p 109. 
2 Report of the Industries Reorganisation Committee, U.P... 105. p 35. Also 


App. V. Table I, p. 394. 






2 Adminisiration Report of the Department of Industries, U.P., for the wear 
‘ending Sist March, 1037, p. 10. | | . 

we Under the Loans and Grants Scheme for promotion of Cottage Industries Rs, 3 
lakos were allotted in each of the two years 1948-49 and 1949-50, both as loans and grants. 


ca" 4 Report of the Industrial Finance Committee, U.P... 1985. pp. 22-24. 
=) 





—— 
nate all 
CENTRAL UBRARY 





206 INDUSTRIAL FINANCE IN INDIA 

(3) to give credit facilities to those engaged in major and 
minor industries, or for the establishment of new industries, 
under the guarantee of Government in the absence of adequate 
security, where Government is of opinion that such assistance 
is necessary in the interest of the industrial development of the 
provinces ; 

(4) to underwrite, subscribe to and invest in shares of 
joint-stock companies registered in the United Provinces and 
connected with industries having prospects of attaining commer- 
cial proportions ; 

(5) to lend money on immovable property, bills of lading, 
documents of title, promissory notes of two or more parties, 
debentures, Government promissory notes, etc. ; 

(6) to encourage the purchase of machinery, materials, 
ctc., on the hire-purchase system and to supply funds and give 
guarantees for that purpose. 


In addition to the business set out above, the Bank should 
be free— 

(i) to open current accounts only for those who have taken 
advances from the Bank. The public should not be allowed to 
open current accounts as it is not desirable that the Bank should 
incur demand liabilities of any nature, as its funds would be 
generally invested in long-term credits. It may, however, 
accept deposits for long periods from the public ; 

(ii) to discount bills, promissory notes, hundies, etc., and 
to open overdraft and cash credit accounts with or without 


security of persons directly or indirectly connected with 
Provincial industries." 


Causes of the Failure of State-Aid in India : 


The history of State-aid to industry has not been happy in 
India. Indeed the results have been so disappointing that ideas 
are rapidly gaining ground that, after all, the principle of State- 
aid may be wrong. Before condemning the principle of direct 
financial aid to industry by the State, it is necessary to analyse 
carefully the reasons for its failure in the various provinces of the 
country. In the earlier stage there was very little experience to 
guide the Department of Industries in working the Acts and the 


1 An © Industrial Credit Bank“ has since been established by the Government 
of the United Provinces on the lines of these recommendations. 
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investments were unfortunately not carefully planned or selected. 
The Governments of Madras and Bihar made heavy commitments 
in a single concern, the Carnatic Paper Mills and the Indian 
Steel Wire Products, Ltd. The success of the working of the 
Acts came, in each province, to be bound up with the fortunes 
of a single concern; the risks were not spread out. The 
consequences of this imprudent policy could not but be disastrous. 
The failure of the concerns landed the two provinces in serious 
losses. Nothing has brought more discredit to the State-aid to 
Industries Acts than this indiscreet policy of advancing so 
heavily to a single enterprise. It was against the fundamental 
principles of industrial financing. 

Bureaucratic delay in the disbursement of loans under the 
Act has in no small measure contributed to the disappointing 
results. There was great delay in examining and valuing the 
assets of the business, in getting the recommendation of the 
Board of Industries and in the final decision of the Local 
Government. The scrutiny of the Agricultural and Industries 
Department and the Finance Department took a long time. 
Even when the Government finally decided to sanction a loan, 
there was inordinate delay in disbursing the amount sanctioned.* 
In many cases loans applied for and even sanctioned were not 
disbursed after a year and sometimes more than a year. The 
need for the loan might have disappeared by that time, the 
conditions of the market might have changed. Pressing 
obligations could not have been met and a golden opportunity 
might have been thrown away. Under the circumstances, it 
cannot reasonably be expected that the financial results of the 
Act will be happy. | 

Besides the uncertainties that frequently arose in interpret- 
ing certain sections of the Acts, there are other defects and 
limitations. In regard to hire-purchase, for instance, there is 
no provision in the Bihar and Orissa Act for collateral security 
and the Government has to take over the machinery on a 
month's notice from the hire-purchaser. The hire-purchaser is 


1 Several instances of the dilatory methods of the Government were quoted by a 
momber of the Statutory Board of Industries, Bengal. On March 6. 1994, the Board 
recommended a loan of R». 500 to an applicant who wanted to improve hie umbrella 
factory to enable him to turn out more umbrellas ‘or the monsoon season, The loan 
was not sanctioned by the Government till August and then after waiting for some tine 
for the money which was not forthcoming, he withdrew his application.— Proeee linis 
of the Bengal Legislative Couneil, Mareh, 1995, p. 670, 

27—1982 B. 
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to pay only the instalments that have fallen due before the date 
and is absolved from further responsibility. But second-hand 
machinery, even in good working order, does not fetch more 
than 20 to 30 per cent. of its original value and consequently 
the Government has to suffer considerable losses. The Act should 


be amended in such a manner as to provide for collateral security 
and guard against loss owing to the premature termination of 


the hire-purchase agreement. The period of 20 years for the 
hire-purchase of machinery in the Bengal and Bibar Acts is also 
unduly long. After the lapse of 20 ** all machinery becomes 
“ serap “° and the Government cannot realise anything from its 
sale in the event of the bankruptcy of the industrial concern.’ 
This period may very well be reduced to 7 or 10 years. 

Lack of co-ordination in industrial policy between the 
Provincial and Central Governments has been to no small extent 
responsible for the unhappy history of State-aid in India. 
Direct financial assistance from the State is but one of the 
factors influencing industrial development. Lakhs of rupees 
lent by the Provincial Governments will be powerless to build up 
an industry unless othér conditions are fulfilled. The other 
conditions are tariffs, railway rates, currency and exchange policies, 
These are beyond the control of the Provincial Governments and 
are controlled by the Central Government. A benefit extended 
to the provinces under the Acts may be nullified by the policy of 
the latter. There is no use in granting State-aid by the pro- 
vinces while the Central Government is working tariffs, railway 
rates and exchange in a manner which will take away the 
substantial part of the aid. A closely co-ordinated industrial 
nolicy—a scheme of planned economy—is what is required to 
stimulate the industrial development of a country. 

The most important cause of the failure of State-aid in 
India lies in the absence of a suitable and efficient machinery 

to disburse. public funds after careful investigation. The 
E- satisfactory working of the Acts depends to a considerable extent 
upon the proper assessment of the credit-worthiness of the 
enterprises applying for State-aid and upon the careful estimate 
of the prospects and soundness of their business. The task is 
not at all an easy matter and requires a special machinery for 
its fulfilment. Under the-various provincial Acts the Board of 


i S. C. Milter (Director of Industries, Nengah, A Recorery Plan for Bengal. 
p- 654. 
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Industries (the Board of Loan Commissioners in the United 
Provinces) which meet together from time to time to examine 
applications for State-aid has been entrusted with these 
responsibilities. But the Board is not sufficiently competent to 
judge of the credit-worthmess of the applicants or the financial 
aspect of the risk involved in granting the aid. The Board is 
_a@ large and heterogeneous body and cannot examine applications 
for loans with the thoroughness they require. The members 
of the Board are men of affairs and must be very busy on their 
own account. They are unable to devote their whole time or 
attention to the task. “The fact that in many cases meetings of 
the Board could not be held for want of a quorum is sufficient 
indication of the lukewarm interest taken by the members in the 
matter. Neither the Board nor the Department of Industries 
possesses the adequate experience, organisation or machinery 
for discharging its responsibilities, The Department is more 
concerned with the improvement of processes, appliances and 
technique of industries rather than their financial requirements. 
It has thus been called upon to undertake the responsibilities of 
a task for which it is not qualified. Undoubtedly in many 
instances the character and capacity of those who applied for 
State-assistance could not be said to be properly suited to the 
enterprises they ventured upon. The Director of Industries, 
Bibar and Orissa, stated before the Provincial Banking Enquiry 
Committee that a great many of the applicants could not be said 
to have satisfied all the tests of sound businessmen. This fact 
might be the reason why they could not raise their required 
finances from the ordinary sources and finally came to Govern- 
ment for accommodation inspite of the blaze of unwelcome 
publicity to which applications for aid were exposed under the 
Act. Applications exceeding a certain amount, it will be 
recalled, are required to be advertised in the Gazette. This, 
though necessary to protect the interests of the taxpayers, is 
calculated to injure the credit of the applicants. It is not 
improbable, therefore, that the persons who apply for State-aid 
are not usually those who are able to procure accommodation 
elsewhere. The Act may have unwittingly prevented enterpris- 
ing businessmen from taking advantage of the facilities granted 
under it and may have unwillingly assisted the ** lame ducks,” 
the inefficient and the imbecile in business. This charge may 
he levelled even against the Indian Steel Wire Products 
Company. Its head office was in Bombay and a sound 
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proposition seldom lacks money in a city like Bombay.’ A 
large number of instances has already been cited where the 
_ applicants did not take up the loans after they were granted ; 
they did not even know their own minds. In several other 
h cases they were unable to furnish sufficient security or supply 
to the Government all the necessary information — 
‘+ the provisions of the Acts.? All this is an — 
commentary on the character of the businessmen seeking aid. 
The financial result of the extension of aid to such types cannot 
but be disastrous. Under the circumstances it is desirable that 
the Government should relieve the Department of Industries of 
these heavy responsibilities and vest them in the hands of a 
more suitable organisation. Properly speaking, these are the 
functions of a bank. A bank will in the first instance be able 
to exercise more commercial supervision of the money that the 
Government is spending than it is possible for the Department 
of Industries. It will also be able to judge more adequately 
the credit standing of the applicants for State-aid, their 
managerial capacity and the prospects of their industrial 
propositions. The Director of Industries, Bihar and Orissa, 
rightly observed before the Provincial Banking Enquiry 
Committee that ** the decision whether a particular industry 
should be financed or not ought to be taken out of the hands of 
the existing Board of Industries and placed in the hands of a 
bank.” 
Lastly it may be observed that the State-aid to Industries 
Acts were launched under one of the most severe depressions the 
business world had ever known. The post-war boom was 
succeeded by a widespread slump and during the past few years 
an economie blizzard of unexampled intensity was sweeping 
over the whole world. Industries of every description, private 
_as well as State-aided, suffered under it. The unhappy affairs 
of the State-aided concerns should not prompt one to believe 
that they were the only ones to suffer. As a former Director 
of Industries, Bengal, observed: ** It must not be forgotten 
that private industrial enterprise has been equally barren of 








i Pvidence of the Director of Industries, Bihar and Orissa. See Bihar and Orissa 
Provincial Banking Enquiry Committee, Vol. IT, p. 214. 

* 2 During 1957-968 out of the 15 applications for loans made to the Bombay 
Government. 14 could not be considered for this reason, (See Annnal Report, 
Department of Todustries, Pombay, 1937-38, p. 26.) 

3 Evidence of the Director of Industries, Bibar and Orissa, Vol. IT, pp. 206-7. 
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adequate results and has failed to establish new industries of any 


substantial importance except when special tariffs have secured ~ 


= markets for them.’ 


Slate- iid to Industries in the Native States in India: 
a 
in F various provinces of British India, before World War II, 
the Native States were carrying on a remarkably successful policy 
of State-assistance to industries, The definite attitude of moral 
support and the all-round policy of encouragement adopted by 
the States had a great deal to do with this achievement. The 
industrial policy of the States suffered no handicap from the 
division of functions between Central and Provincial Govern- 


ments as in British India. This lack of co-ordination between 


the Central and Provincial Governments in regard to industrial 
policies and the consequent absence of an all-round policy of 
State encouragement were, as already noted, to a great extent 
responsible for the failure of State-aid in British India. 


Mysore : 


Mysore easily came first in the matter of State encourage- 
iment for indigenous industries. There was no other State which 
adopted «a more enterprising policy of State-aid for its 
industries or achieved a greater measure of success in that 
field. Ever since the Mysore Government framed rules in 1913? 
* for the grant of loans to facilitate industrial and agricultural 
operations,” it followed an active policy of State-aid to industries. 
It established institutions under its own management, such as 
the Government Soap Factory and the Metal Factory ; carried on 
experimental and investigation work; and assisted industry in 
every possible way. The granting of loans for the purchase of 
machinery for industrial purposes and sometimes also for working 
capital was a special feature of the State policy. 

The Government took shares in some concerns or 
gave guarantees to private banks to advance loans to the 
concerns.” The mill industry, one of the most flourishing 


1 “Industry and State "—an article by Mr. A. T. Weston, M.LC.E., MLE., 
Director of —— Bengal, in The Capital, Trade, Industries and Transport 
Supplement, 1001, p. 9. 

2? Revised — in the light of subsequent experience, 

3 Proceedings of the Industries Conference beld in Simla, July 1989, p, 22, 


sharp contrast to the disappointing results of State-aid nt 
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industries in the State, was assisted by loans, advances and 
credits. A cotton mill received Rs. 8 lakhs through the 
Mysore Bank in the form of a cash credit.’ Two woollen mills 
were specially assisted either directly or through the Bank 
of Mysore. The Mysore Yarn Co., Ltd., the Mysore Premier 
Metal Factory, the Mysore Pharmaceuticals, Ltd., the Art 
Litho Press, the Tirthali Tile Factory, the Aryan Hosiery 
Factory are some of the industrial concerns financially assisted 
by the Government.* The Department of Industries started 
by loans or otherwise a number of flour mills, rice mills, pumping 
plants, etc. It also assisted cottage and small industries 
and was reported to have been responsible for bringing into 








existence in various parts of the country nearly 500 concerns 
owned by small capitalists. 


The industrial loan policy of the Mysore Government — 
attended with singular success. The Government lost y 
little money. Since the introduction of the policy of financial 
aid in 1913, the total amount sanctioned in respect of 
industrial loans up to 1930-31 was Rs. 14,35,124-3-6 of which 
Rs. 9,64,082-9-11 was recovered and only Rs. 54,803-2-10 was 
written off. 

Mr. Collins, C.1.B., I.C.S., a former Director of Industries 
in British India and afterwards the Director-General of Commerce 
and Industry, Hyderabad State, has paid a high tribute to the 
successful industrial policy of the Mysore Government in the 
following words :—** The State has shown that active encourage- 
ment of industry can be undertaken without loss of public 
money and to the great benefit of the country.” ™* 


Hyderabad : 
A Department of Commerce and Industries was established 


-in Hyderabad in 1918 and since then the State had been 


| Proceedings of the Industries Conference held in Simla, July, 1083. p 28. 

* Bee Report of the Administration of the Department of Industries and 
Commerce, Mysore, 1019-20, p. 9. 

à Report of the Administration of the Department of Todostries and Commerce, 
Mysore, 1900-31, p. 4. i 

« * Todustrial Policy in the Indian State —an article by Mr. B. A. Collins, 
CIE.. LCS.. in The Capital, Trade, Industries and Transport Supplement, 1992, p. G8. 

* The Mysore Government is still giving assistance to all sizes and types of 

‘ex. To 1950, Government shares in Fertiliser Workers amounted to Re. 25 lakhs, 
to Sugar Companies Me, 19.65 lakhs. Raw Film Industry Rs. 18 Iakhe, Telephone 
Industry Re, 10 lakhs and Lac and Point Works Re, 1.50 lakhs, (Mysore Information 
Thulletin. December, 19050.) 
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rendering financial assistance to industries. It created in 1919 
an Industrial Trust Fund of a crore of rupees for granting State- 
aid to industries. The fund was controlled by a Board consisting 
of 3 members of the Executive Council including the Finance 
member as Chairman. Power was delegated to this body, 
“ to utilise the corpus of the fund for loans to big industries and 
to spend the income in various other ways without reference to 
any further authority.” The fund was invested chiefly 
in industrial debentures and in some cases in ordinary shares 
also. The income from this investment was used in the 
development of cottage industries, propagation of technical and 
industrial education and granting of loans to small industries at 
6% interest. The policy was not unsuccessful and bad 
debts were not many. The investments from the Industrial 
Trust Fund yielded a full return except in one case, riz., a 
glass factory. The State invested Rs. 30,000 in the concern but 
it went into liquidation. Among the large-sized industrial 
enterprises financially assisted, the Shahabad Cement Works 
may be mentioned. It was helped with a loan of Rs. 12 lakhs 
at 8% interest. It soon rose to a flourishing condition. As 
regards small industries, fairly good recoveries were made 
except in a few instances where the valuation of the land given 
in security was defective. The amount lent to these industries 
totalled in 1933 nearly Res. 5 lakhs, of which more than half was 
recovered.” 





Baroda : 


The history of State-aid to industries in Baroda dates back 
to 1891 when a sum of Rs. 1,50,000 was set aside for granting 
loans to small industries. The amount was subsequently 
increased to Rs. 3 lakhs. During the Swadeshi movement, when 
new industries were started all over the State, the Government 
liberally assisted every venture in every possible way. In 1906 
the Department of Industries and Commerce was organised and 
rules were framed to grant loans to industries two years after. 
The Bank of Baroda was established about the same time. The 
Bank was expected to grant long-term loans to industry but this 
expectation was not fulfilled. In 1915 the Government set aside 
a sum of Rs. 15 lakhs for loans to new industries at low rates of 


1 Article by Mr, B. A. Collins, op, cut. 
? Proceedings of the Industries Conference held in Simla, July, 1909, p. 28. 





the Bank an equivalent amount at a lower rate of interest to 
meet the risk assumed by the Bank. The commission received 
by the Bank for the risk it undergoes in financing industry with 
long-term loans amounts to 14%. ‘The experiment was 
found to be highly successful. The loss of State money was not 
at all serious. Out of a sum of Rs. 20 lakhs only Rs. 43,000 
were lost up»to 1933, excluding one case when a debenture loan 
of Rs. 10 lakhs was given to a cement works.’ 


Gwalior : 


In the State of Gwalior the Durbar granted, besides 
many concessions, direct financial aid to industrialists in the 
shape of debenture loans. The cotton mills received as loans 
from the Government a sum of Rs. 34 lakhs. The loans were 
made out to four mills as follows * :— 


Lakhs of 
Rs. 
l. Jayajee Rao Cotton Mills, Gwalior * 18 
2. Binod Mills, Ujjain * — 8 
3. Nazar Ali Mills, Ujjain P — 5 
4. Sipra Mills, Ujjain es — 5 
Total = 4 


According to the Trade Member of the State, the results of 
State-aid to the weaving industries were quite satisfactory 
in Gwalior. But in the case of smaller industries loans amounting 
to Rs. 10 lakhs had to be written off. The investment of 
Rs. 22 lakhs in the two State-owned factories of pottery and 
leather was also unsatisfactory owing to Japanese competition.” 


Travancore : 


In Travancore State, a sum of Rs, 50,000 used to be pro- 
vided every year in the budget, for the encouragement of small 
industries. The Director of Industries was permitted to grant 


1 Proceedings of the Industries Conference beld in Simla, July, 1939, p. 28. 
Bee also Article by Mr, Collins in Capital, Supplement, op. cit, 

* Proceedings of the Industries Conference held in Simla, July, 1933, p. 23, 

> Ibid, p 27 
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loans up to Rs. 25,000 with no further reference to the 
Government. Loans were given only on property securities 
valued by the Staff of the Revenue Department. The 
Government subscribed to a portion of the share capital of a 
sugar factory which came to work fairly satisfactorily since 1932. 
Some of the oil mills in Aleppy and other places also approached 
the Government for loans as they were hard hit by the prevailing 
economic depression and a sum of about Rs. 50,000 was 
sanctioned in 1932. An Industrial Loans Regulation was also 
passed in the same year with a view to providing funds for 
granting loans to cottage workers as well as to large-scale 
industries. According to the Director of Industries of the State, 


the experience of loans granted on the security of property was 
not unsatisfactory.' 


t Proceedings of the Industries Conference held in Simla, 1935, pp. 22-23. 


28 —1982 B, 
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CHAPTER VIIT 


STATE-AID TO INDUSTRY ABROAD IN THE YEARS AFTER 
Worip War lI 


During the years after the First Great War, the theory and 
practice of State-aid to industry developed considerably and in 
many countries came to form an integral part of Government 
policy. There was a definite breakdown of the policy of 
laissez-faire in industry which dominated so strongly the 
nineteenth century thought and practice. A study of the 
methods by which and the conditions under which the State 
elsewhere came to assist industry after the War of 1914-18 will 
prove to be not only interesting but also highly instructive, 
especially at the present moment, when an altogether new policy 
of active industrial development by the State is being enunciated 
in India in place of the previous policy which was in general one 
of laissez-faire." The forms in which State-aid, both direct 
and indirect, has been furnished are various, all of which do not 
fall within the strict purview of our survey. We are concerned 
here only with one such form, direct financial assistance, by 
which we refer to assistance in the form of lons with or 
without interest, subscription to share and debenture capital, 
grants, subsidies, guarantee of interest and the like, The 
space at our disposal does not permit us to undertake a detailed 
survey of State-aid to industry in post-war years in all the different 
countries of the world. We shall confine our immediate interest 
to a study of the policy of State financial aid in the countries 
where legislation bearing a close analogy to the State-aid 
to Industries Acts in India, and possibly inspiring them 
may be found. An attempt will be made to find out how far 
the working of such laws has been attended there with success 
from the view-point of the economic development of the countries 
concerned as well as from that of Government finances. Among 
the Commonwealth countries, the Province of British Columbia in 


I Communique isnel by the Government of Tndia on their foture Toduatrial 
Policy, dated April 22, 1945. Cp. also the declaration o° the Government of Todia's 
Industrial Poliey on April 6, 1048, 








STATE-AID TO INDUSTRY ABROAD 217 


Canada, the State of South Australia and the State of 
Victoria in Australia are remarkable for placing on their Statute 
books in the post-war years elaborate laws for the provision of 
State-financial aid to industry. It is in the fitness of things 
that a study of post-war State-aid to industry should be concerned 
with a detailed review of the legislation enacted in each of these 
three countries. 


I. The Province of British Columbia (Canada) 


In the Dominion of Canada, the province of British Columbia 
passed in 1919 an Act entitled ‘* The Department of Industries 
Act ©’ for the purpose of giving financial aid to industries. The 
aid was to take the form of a loan, guarantee or guarantees of 
securities on approved plans and the enterprises to be assisted 
were to be such as ** to encourage the economic and commercial 
manufacture of the natural products of the province.” 

Plans, submitted by representative bodies of returned 
soldiers of British Columbia for promoting and providing for 
employment through the establishment of new industries and the 
development of existing industries, were also to be considered 
and dealt with.’ 

An Advisory Council was appointed under the Act by the 
Lt.-Governor in Council, consisting of not more than 7 members, 
representative of the commercial, financial, industrial, manufac- 
turing and labour interests of the province.’ Financial aid in 
any of the forms mentioned above would be granted to any 
person, partnership, association, company or corporation by the 
Minister of Industries upon the recommendation of the Advisory 
Council and with the approval of the Lt.-Governor in Council. 
Tt will be observed that the Columbia Advisory Council, its 
composition and its functions closely resemble the Statutory 
Board of Industries in the Indian Acts. The object of such 
assistance was to promote and develop industries and manufac- 
tories." An industrial development fund was created consisting 


i The Hon'ble Minister of Industries and Finance, and the Deputy Minister of 
Industries, British Columbia, furnished the writer with the Annual Reports of the 
Department of Industries, copies of the Department of Industries Act, 1919, and other 
documents, and also replied to detailed questionnaires. 

2 Section 4, The Department of Industries Act, 1919, C. S, S. 1. 

5 Section 5 (1). 

4 Section 6. 
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of such moneys as might be appropriated by or “under the 
authority of the legislature for the purposes of this Act and 
all sums received by way of interest on or repayment of any 
advance made by way of loan pursuant to this Act.’ 

For the purpose of this Act, a provincial Industrial Loan 
not exceeding $ 2,000,000 might be raised or borrowed by the 
Lieutenant-Governor in Council by the sale of debentures, 
treasury bills or notes or by the issue and sale of British 
Columbia Stock under the provisions of the ** Inscribed Stock 
Act.” Treasury billS or notes might be renewed and re-issued 
from time to time and the amount outstanding on any original 
or renewed treasury bills, ete., might be converted into debentures 
or British Columbia Stock, but so as to be repayable not later 
than the 30th day of June, 1945.” All debentures, treasury 
bills, British Columbia Stock had to bear interest at a rate not 
exceeding 6% per annum to be fixed at the time of sale and 
to be payable half-yearly and repayable at a date not later than 
the 30th June, 1945.° The Minister of Finance might pay the 
interest accruing on all moneys borrowed for the purposes of 
the Act out of the consolidated revenue fund. A sinking fund 
might also be created for the repayment of every loan under this 
Act by annual appropriations of money by the Lieutenant- 
Governor in Council out of the general revenue of the province.’ 
No financial aid would be granted under the Act unless the 
Minister of Industries and the Advisory Council were satisfied 
sbout the solvency, capacity and moral hazard of the applicant, 
his ability to make a fair profit, the earning powers of his 
business, the value of the security offered which was to be 
estimated on the basis of productiveness and finally that the 
proposed loan was desirable for any of the purposes of the Act 
and would be of economic benefit to the province.’ 

In the first meeting of the Advisory Council held on 
August 7, 1919, the methods of carrying on the business of the 
Department were outlined. The ‘* Industrial Commissioner `’ 
appointed under the Act was to receive all applications for 
financial assistance. After making a full investigation on each 
application he would present a detailed report to the Advisory 

' Section 7 O). 

= Section 12. 

* Section 13 (1). 

* Section lf (1) and (2), 

* Section 8. 
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Council together with his recommendations for its consideration. 
The rate of interest on all loans was fixed at 6% plus any extra 
charge that the Government might have to incur in borrowing 
the money or in making the loan. When all conditions 
governing the grant of a loan were complied with, the amount 
of the loan would be placed in the Development Fund to the 
credit of the applicant. After the due registration and 
execution of the security papers had been completed, the 
applicant would receive payments from this Fund on voucher in 
accordance with the purpose for which the money was loaned. 
Thus the Department could be assured that all the moneys 
voted were used solely for the purposes for which the grant was 
made and were also used in the development of industry.’ 

Up to the end of 3ist December, 1919, 225 applications 
for loans amounting to the value of $2,767 404.41 were received. 
Out of these only 19 applications were granted, the total amount 
of loans approved being $442,200. During the next year 
(1920) the number of applications rose to 362 totalling in value 
$3,044,050. The total amount of loans approved was 
$630,658.48." More than 1,000 applications reached the 
Advisory Council up to the end of 1921. Altogether loans to 
76 industrial concerns were recommended up to the close of the 
year; but ten of these could not comply with the conditions laid 
down by the Advisory Council and were, therefore, unable to 
take advantage of the financial assistance approved by it.* The 
total loans approved by the Department of 66 concerns up to the 
year 1921 amounted to $11,08,658. The loans were distributed 
among industries of various kinds and various sizes. Cordage, 
Toy, Bricks, Saw Mill, Boots and Shoes, Furniture, Boxes, 
Marine Engines, Ink, Cigar, Rubber Soles and Heels, Pickles, 
Fish Curing, ete., were some of the businesses assisted under 
the Act. The size of the loan varied from $2,50,000 to a Cordage 
Company in New Westminster (Canada Western Cordage Co., 
Ltd.) to $300 to an antique furniture concern in Victoria.” 


t First Annual Report of the Department of Industries, British Columbia, for 
the year ending lst December, 1919, p. 45. 

2 Jbid., 1019, p. 6. 

3 Second Annual Report of the Department of Industries, British Columbia, for 
the year ending Ost December, 1020, p- 5. 

4 Third Annual Report of the Department of Industries, British Columbia, for 
the vear ending gist December, 1021, p. 5. 

5 ‘Third Annual Report of the Department of Industries, British Columbia, for 
the year ending Slat December, 121, pp- 26-27. 
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In view of the prevailing industrial depression, the granting 
of financial assistance to industries had to be considerably 
curtailed in 1921. It was held that the establishment of new 
enterprises was not desirable when the industries already 
assisted were struggling to secure order. The Advisory Council 
decided to suspend the granting of further loans except to 
industries in which the Department had already an interest or 
those previously under advisement by the Board. 

As regards the financial results of the state-aid granted 
ander the Act, it is seen that at the end of 1921 the industries 
assisted by the Department were in arrears as follows ° : 





Principal * . $78,498.37 
Interest ve n. $22,100.57 
Total .. 95,808.04 


Six enterprises repaid their loans in full, the total amount 
being $24,800. 

The repayments of principal and interest were rendered 
difficult not only by the general industrial depression prevailing 
at the time but also by the fact that in many instances they 
came at too soon a period after the launching of the enterprise 
to admit of proper development of the industry. Under the 
advice of the Advisory Council, the Minister of Industries 
«ranted extension of time in regard to the repayment of both 
principal and interest in the undertakings *' where the persons 
connected with the business were showing a determined effort 
to fairly develop their enterprise without seriously impairing the 
security held by the Department.” 

Approximately the sum of 2 million dollars was advanced 
by the Department under the Act up to the year 1933 when the 
Act was rescinded.* The Department remained in existence 
only for the purpose of winding up loans that were still 
outstanding.” As regards the working of the Act we can do no 


L ‘Third Annual Report of the Department of Industries, Bniush Columbia, for 
the year ending Silst December, 1021, p. 5. 

Ss Third Annual Report, op. eit.. p. 28. 

a Jbid., p: 5, 

+ Bource: Letter to the writer from the Deputy Minister of Industries, British 
Columbia, dated 7th March, 1934, replying to a questionnaire framed by the author, 


5 Souree: Letter to the writer from the Hon'ble Minister of Indostries and 
Finance, Pritish Columbia, dated 12th December, 1939. 
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better than quote the following words from a letter of the 
Deputy Minister of Industries of the Province of British 
Columbia to the writer, dated the 7th March, 1934: ` I have 
no hesitation in saying that the Department has filled a very 
important part in the upbuilding of industry in the Province of 
British Columbia and while certain loans made have not been 
repaid and never will be, there is no doubt that the loans so 
made were fully justified and taking the Act as a whole I might 
state that it has been very satisfactory.” 


Hl. The State of Victoria ' 


The Government of Victoria (Australia) passed on the 30th 
December, 1919, an Act called the Primary Products Advances 
Act of 1919 (No. 3038) to provide for making advances to 
companies ‘‘ for the purposes of undertakings for dealing with 
certain primary products. The undertakings referred to in 
the Act might be * :— 


(1) Abattoirs and freezing works, chilling chambers and 
cool stores for meat ; 

(2) Cool storage for fish ; 

(3) Factories for the manufacture of canned fruit, dried 
fruit or jam ; 

(4) Flax Mills ; 

(5) Tobacco curing sheds ; and 

(6) Fruit works. 


The undertakings included the land upon which any works 
in connection with them were built and all buildings, erections, 
offices, conveniences and machineries in connection with them 
together with any additions or extensions. Applications for 
foans could be made by companies for constructing works, 
purchasing and installing machinery, acquiring by purchase or 
extending or adding to any such works or machinery and 
purchasing any land required in connection with any such 


t The Director of Finance, State Treasury, Victoria and the Director of 
Agriculture, Victoria, replied to a detailed questionnaire and furnished the writer 
with various documents relating to the operation of legislation authorising state-aid to 
industry in Victora, 

2 The Primary Products Advances Act i919 (N. 3038), See. 2. An Act called 
the Primary Products Advances Act, 1420 (No. 3068). was passed on the 25th 
September, 1920, to amend certain provisions of the Act of 1919, 
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undertakings as mentioned above. No loans under this Act 
should be granted to any company unless a thrée-fifths majority 
in number and value of the shares in the company were held 
by bona fide shareholders or members thereof being persons 
engaged in the production of any primary products supplied to 
the undertaking of the company.’ ; 

Every company applying for a loan should have to lodge 
with the Minister a deposit of at least £10 per cent. of the 
amount of the loan applied for. The sum would be returned in 
the event of the loan not being granted but would be applied 
towards the repayment of the loan, if it were granted.” The 
amending Act of 1920 authorised the Treasurer to dispense 
with or reduce the amount of deposit on applications for loans.* 

All applications should supply a statement to the Munister 
setting forth the following * :— 


(1) a copy of the company’s memorandum and articles of 
association ; 


(2) evidence of its due registration ; 


(3) a description and map or plan of the locality where the 
works or proposed works in connection with the undertakings 
were or were intended to be constructed ; 


(4) the situation and cost or estimated cost of the site or 
proposed site of the works and of any other land purchased 
or proposed to be purchased in connection with the under- 
takings ; 

(5) the nature and cost or estimated cost of all buildings, 
machinery and other works erected, installed or constructed for or 
in connection with the undertaking ; 


(G) the period within which the company desired advances 
to be made and the instalments thereof required ; 


(7) any other matters as might be required by the 
Minister. 


These applications were to be referred by the Minister to 
the Director of Agriculture and the Secretary for Public Works 
for report. When the reports would be presented to the Minister 


1 The Primary Products Advances Art, 1919, Sec. 3, 

2 Section 4. 

2 The Primary Products Advances Act, 1919, See. G (2). 

4 The Primary Producta Advances Act, 1920 (No, 3068). Section 2. 
5 The Primary Products Advances Act, 1919, Section 5 (1). = 
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he was to consider carefully whether there was a reasonable 
probability of the undertaking being carried on successfully and 
whether the buildings and machinery were of a character and 
description properly suited to the purposes for which they were 
intended.’ If he was satisfied about these points, and decided 
that the loan ‘should be granted, he would have to submit the 
application together with all documents connected therewith to 
the Treasurer. The Treasurer in his sole discretion but with 
the approval of the Governor in Council might grant a loan to 
the company under the Act out of any moneys legally available 
for the purposes. The Treasurer also would decide as to the 
terms and conditions of the loan.* The amount of the loan 
might be paid out either in one sum or in several instalments 
und should be repaid at such time and in such amount and with 
interest at a rate determined by the Treasurer.” An agreement 
was to be entered into between the borrowing company and the 
‘Treasurer in the name and on behalf of His Majesty, specifying 
the terms and conditions upon which the loan was granted, the 
manner in which advances were to be made, the time and the 
amount for repayment and the rate of interest. For the 
purpose of securing the repayment and the loan and interest 
and all moneys which, by the Act, the company was required to 
pay to the Treasurer, in the same agreement the company 
would also have to execute or cause to be executed or undertake 
that it would, whenever called upon by the Treasurer, execute 
or cause to be executed at its own cost and to the satisfaction of 
the ‘Treasurer in addition to such other securities as the ‘Treasurer 
thought fit (a) first mortgage to His Majesty over the 
undertaking and the works and all such other property and 
assets and uncalled capital whatever of the company as determined 
by the Treasurer, or, (6) an assignment to His Majesty of all 
contracts and all right, title and interest to and in all such 
machinery and all such other property whatsoever purchased or 
contracted to be purchased up to the time of the payment of the 
advance or of each respective instalment of the loan and all such 
assets and uncalled capital whatever of the company as determined 
by the Treasurer." 


The Primary Products Advances Act, 1919, Sec. G (1) and (2). 
Section 7. 

Section 8. 

The Primary Products Advances Act, 1919, Section 9 (1). 
g0—1982 B, 
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The effect of the execution of such assignment would be 
that His Majesty should be deemed to have a first mortgage and 
charge in priority to every other person over the machinery and 
other property, assets and uncalled capital, the subject-matter of 
the assignment, to secure the repayment of the money advanced 
by the Treasurer. Again all such moneys should be spent in 
accordance with the agreement and no instalments should be 
paid to the company unless all previous instalments had been 
properly spent." 

To enforce or satisfy the rights of His Majesty under such 
assignment or mortgage, His Majesty should have full right and 
authority to enter upon any land whatsoever and to whomsoever 
belonging and to remove therefrom any machinery or other 
property or assets, the subject-matter of such assignment or 
mortgage, and to do all other acts and things deemed necessary 
by the Treasurer.” 

When a company obtained a loan under this Act which was 
utilised either wholly or partially in the purchase, erection or 
construction of buildings, machinery or any kind of perishable 
structure, it should pay every year, by way of a depreciation 
fund, a sum of money not exceeding £5 per cent. of the cost of 
such buildings, etc., into a Trust Fund until in the opinion of 
the Treasurer the balance to the credit of such fund was sufficient 
to cover the total cost of replacing the said buildings, machinery 
or perishable structure. The money standing to the credit of 
such fund should be available and be used for such repairs to or 
renewals of the said buildings, machinery or perishable structure 
as might be authorised by the Treasurer.” 

In lieu of payments in respect of depreciation the Treasurer 
was empowered by the amending Act of 1920 to increase in 
every year, the amount the company was required to repay under 
Sec. 8, by such sum as he thought fit but not exceeding by £5 
per cent. of the cost of the said buildings, etce.* All works 
(properties, real and personal, all additions and improvements 
thereto) of the borrowing company must be kept insured against 
fire to their full insurable value with some Insurance Company 

1 Section 9 (3) and (4). 

2 Section 9 (6). 

> Section 10 (1) and (2). 

4 Every such additional sum was to be paid in half-yearly instalments. 
Depreciation Fund was not required also, provided the Treasurer directed, where n 


loan granted under the Act to a Company was to be repaid at a date not more than 10 
yeara after the grant, Section 4, The Primary Products Advances Act, 1920 (No. 8008). 
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approved by the ‘Treasurer... A company which obtained 
financial assistance under the Act must furnish to the Treasurer 
every year a balance-sheet in such form and containing such 
particulars as approved by the Auditor-General. The ‘Treasurer 
had power to inspect and control the construction works as well 
as to examine books and documents and demand information 
which must be supplied within 14 days relating to the business 
of the company. He might also require any information 
furnished to be verified on oath by such Directors, Managers or 
other principal officers as thought fit by him. He had also the 
power to prohibit any action of the company which in his opinion 
was contrary to the provisions, meaning and working of the 
Act or the agreement, order the company to take any action and 
direct it to renew or repair its plant or machinery.’ 

In case of default on the part of a borrowing company, 
the Treasurer should give notice in the Government Gazette 
and in some other newspapers circulating in the neighbourhood 
of the undertaking of his intention to enforce compliance with 
the provisions of this Act. In the event of the default continuing 
even after the expiration of 14 days from the date of such notice, 
the Treasurer would appoint some person on his behalf to enter 
into full and absolute possession of the undertaking and the 
works and all other property of the company, and also to manage 
and conduct the working of the same, would appoint necessary 
managers, officers and servants and continue in such possession 
so long as the default continued. Such person appointed by the 
Treasurer would not only exercise some or all of the powers 
possessed by the Directors, ete., but also if directed by the 
Treasurer would cause the undertaking, the works and other 
property to be sold by public auction or tender or private contract 
and the moneys thus realised should in the first place be applied 
towards extinguishing any existing liabilities of the company to 
the Treasurer.” 

In addition to the usual payments to be made to the 
Treasurer, any company receiving an advance under the Act 
should also pay every year such sums as would be deemed 
necessary by the Treasurer to re-imburse the expenses of the 
State in the carrying out of this Act or any agreement entered 


into with the company.* 

t The Primary Products Advances Act, 1919, Section 11. 
Section 12 (1)-(5). 
The Primary Products Advances Act, 1919, Section 12 (6). 
Section 13. 


vw 
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The unpaid amount of any advance or any portion thereof 
should with interest remain a first charge on the undertaking, 
works, land and property and the profits, assets and uncalled 
capital of the company. No profits, dividends or bonuses could 
be divided among shareholders of the company in any year until 
all amounts previously due and payable pursuant to the Act had 
already been paid to the Treasurer.’ 

Any company which obtained a loan under the Act might 
with the Minister's consent enter into an agreement with the 
Board of Land and Works to have any works in connection with 
the undertaking erected and equipped by the said Board at its 
own expense.“ 

All liabilities of the company to the Treasurer should be a 
crown debt and all payments and remedies, therefore, would be 
enforced in the name of His Majesty against the company and 
its assets in priority to all other persons.’ 

The Primary Products Advances Acts of 1919 and 1920 
have since been repealed and the powers conferred under them 
have been vested in the State Savings Bank Commissioners of 
Victoria.* According to the State Savings Bank Act of 1928 
the business of the Commissioners is to be carried on in two 
separate and distinct departments—the State Savings Bank 
Department and the Credit Foncier Department. In the 
Foncier Department the Commissioners have been empowered 
to issue from time to time debentures payable to bearer for the 
purpose of making advances or loans and providing dwelling 
houses... The due payment of all debentures and of credit 
foncier debenture stock and of all interest thereon has been 
guaranteed by the Government of Victoria. The total sum for 
which debentures and debenture stock may be outstanding and 
unredeemed has been limited to £29 million.“ The loans may 
be granted to :— 

(1) companies for undertakings dealing with certain primary 
products,” 

i The Primary Products Advances Act, 1919, Section 14. 

2 Section 16. 

3 Section 15. 

4 Sources: Letter to the writer from the Director of Finance, State Treasury, 
Melbourne, dated the 28th April, 1934, in which he replied to a questionnaire. Letter 
to the writer from the Director of Agriculture, Vietoria, dated the 15th March, 1944, 


5 An Act to consolidate the Law relating to the State Savings Bank of Australis. 
12th February, 1929 (No. 3777), Section 69, 





© Ibid., Section 70. À ** 
+ Division 7, Sections 116-20, No. 3777, Part II. F 


> 


I 





or entitled to do if such agreement had not been entered into. 
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(2) companies in connection with certain industries in 
country districts,’ 

(3) companies for ** stores.”’ 

As regards the loans to be granted for undertakings dealing 
with certain primary products, the main provisions of the 
Primary Products Advances Acts of 1919 and 1920, have been 
embodied with slight modifications in the State Savings Act of 
1928. All the powers of the State Treasurer in the original 
Acts have been transferred to the Savings Bank Commissioners. 
Among the provisions applying to a company which has received 
loans, there is found to be an additional sub-section that shares 
in the company must not be transferred without the previous 
consent in writing of the Commissioners. All transfer of shares 
in contravention of this proviso will be null and void. 

In the case of any loan granted to a company by the 
Treasurer of Victoria under the Primary Products Advances, 
Treasurer of Victoria under the Primary Products Advances 
notwithstanding the repeal of any such Act, may advance any 
instalment of such loan and may grant further loans to such 
company pursuant to the provisions of the Acts under which 
the original loan was granted and, until the original loan and all 
such further loans are with interest repaid in full, may exercise 
all powers given by the Acts applicable to the circumstances of 
the particular case and may by agreement with the Commissioners 
arrange for the receipt, collection and recovery by the 
Commissioners for and on behalf of himself of all repayments 
with interest thereon and of any other moneys due and owing to 
him in connection with the loan. For the purpose of carrying 
any such agreement into effect, the Commissioners may demand 
and receive from any company or person all moneys including 
repayments with interest thereon due and owing to the said 
Treasurer. Whenever such moneys remain unpaid, the 
Commissioners may ‘‘ commence and prosecute all necessary 
and lawful powers, remedies, actions, proceedings, means for 
the recovery and getting in of the same to the same extent in 
all respects as the said Treasurer would have been authorised 


+33 


The Treasurer and the Commissioners have both been empowered 


to waive the rights to enforce against the stock-in-trade and 


7a hy f 
=O A Division 5, Sections 8-110. 


è Division 6; Bections 11-15. 
ae. oe * Savi Bank Act of 1028, Section 114 (1) and (2). 
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uncalled capital of the company any claim in respect of a loan 
or a charge created by the Acts." 

The loans granted under the Primary Products Advances 
Acts of 1919 and 1920 up to 30th June, 1933, amounted to 
£331,154-10-2, These loans were granted on terms from 
5 to 10 years, the average period being 10 years.* The loans 
were distributed among various Companies as follows * :— 





£ ws th. 

(a) 8 Meat Freezing Companies s- 2,61,000 § O0 
(b) 2 Bacon Curing Companies * $5.500 O0 0 
(c) 1 Butter Cool Storage Company —* 10,999 18 11 
(d) 2 Fruit Processing Companies * 22,564 6 38 
Total ... 3,381,154 10 2 


The rates of interest varied from 54% to 7%. From Ist 
July, 1932, rates of interest exceeding 5% were reduced to 5% 
for a period of three years. 

As regards the question whether the working of the Acts 
has been successful, the Director of Finance in replying to our 
questionnaire wrote to us: ‘ Whilst the aid given by the 
State has a certain economic value, the working of the Acts 
from the point of view of Government finances has not been 
very satisfactory.’"* The total amount outstanding on 30th 
June, 1933, was £258,890-4-3 made up of as follows * :— 


£ E <a 
1. Interest — re — 75:101 8 0 
2, Redemption P * . 126,108 15 10 
3. Interest penalty for late payment of instalment 59.594 0 5 





Total ... 2,58,.890 4 3 
IHI. The State of South Australia * 


Another instance of post-war legislation providing for 
State financial aid to industry is found in South Australia. A 


i State Savings Bank Act of 1028, Section 115. 
2 Source: Letter to the writer from the Director of Finance, State Treasury, 
Melbourne, dated the 28th April, 1034. 
4 Finance Statement, 1992-33, p. MI. 
4 Source: Letter to the writer from the Director of Finance, op. cit. 
s Finance Statement, 1932-33, p. 141. j 
* ® All the State documenta used in the preparation of this section were obtained 
m from the Hon'ble Minister of Agriculture, South Australia, wba.sjeo replied to n detailed 


y questionnaire, 
yee æ 
Lexa 
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‘* Loans to Producers Act '’ was first passed in 1917 which was 
subsequently amended in 1919, 1921, 1922, 1924, 1925 and 1926. 
Finally in 1927 all these Acts were repealed and a consolidated 
Act entitled the ‘‘ Loans to Producers Act, 1927 "’ was passed 
by the South Australian Government. By the original ~ Loans 
to Producers Act (No. 1312)'' of 1917 a Loans to Producers 
Board consisting of the Secretary to the Minister of Agriculture, 
the Director of Agriculture, the Agricultural Inspector, the 
General Manager, Produce Department and Under-Treasurer 
was appointed to deal with and report upon applications for 
assistance under the Act. Since the establishment of the State 
Bank of South Australia in 1925 the administration of the 
Loans to Producers Acts has been handed over to the Bank and 
all applications for loans have to be made to it. The Regulations 
made under the Loans to Producers Acts (1917-26) empowered 
the Bank to make loans on prescribed security to two classes of 
borrowers: (a) Co-operative Societies, registered under the 
Industrial and Provident Societies Act of 1864 or of 1925, 
engaged or about to engage in rural production, and (b) 
Landholders.. The object was the encouragement of rural 
production and effective land settlement. All applications for 
loans under the Act by Co-operative Societies, or Landholders 
should be made in their respective prescribed forms. These 
applications were to be supported by a statutory declaration by 
the Secretaries to the Co-operative Societies and the Landholders 
themselves.” Any deed, certificate of title, lease, agreement or 
other document which might be required by the Bank would 
have to be produced free of charge by the applicant. 

The Bank was empowered by the Act to grant loans for the 
following purposes * :— 


(a) the erection of cool stores, 

(b) the erection of factories for jam making and for 
canning, drying or otherwise preserving fruit or 
vegetables, 

(c) the erection of fruit-packing sheds, 

(d) the erection or purchase of butter, cheese or bacon 
factories, 


* Regulation No, 7. 
2 Regulations 4 and 4. 
a Regulations 6. -> 
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(e) the purchase of fruit-grading machinery, 

(f) the erection of silos, 

(g) the erection or purchase of any shop or market for 
the sale of any rural products, 

(h) the sale, whether by wholesale or retail or the 
preparation for sale, of any rural products, 

(j) clearing scrub or timber on land held under lease or 
agreement from the Crown, 

(k) fallowing land held under lease or agreement from the 
Crown, . 

(I) the erection of wineries or distilleries, 

(m) the making of additions to such cool store, factory, 
shed, machinery, silo, shop, market, winery, 
distillery, irrigation plant, barn or shed, 

(n) the repayment of any loan (not being a loan under 
the Act) raised or used for purposes similar to (a)-(k), 

(o) the installation of irrigation plants, 

(p) the purchase of any cool stores, factory, shed or other 
building, 

(q) the erection of barns or sheds for the curing or 
treatment of tobacco. 


The purposes for which loans might be made under the 
Act were divided into Class A and Class B. Class A loans 
might be made to co-operative societies only and included (a), 
(b), (c), (d), (e), (g), (h), (D, (m), (n), (p), and (q). Class B 
ioans, which included the purposes set out in (f), (j), (k) and 
(o), might be made only to land-owners.* ; 

The period of Class A loans was fixed at 18} years unless 
otherwise determined by the Bank. For the first six months 
of the currency of the loan, interest at the prescribed rate 
should be paid and the repayment of the principal money and 
the interest accruing thereon should be made in 36 equal 
semi-annual payments, the first of which would fall due on the 
first day of the 13th calendar month from the making of the 
loan. Of Class B loans, those for the purposes of (f) and (o) 
should be for 12 years. As regards the former, for the first 
six months of the currency of the loan interest at the prescribed 


1 Regulations 7 and 8. 
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rate should be paid and the repayment of the principal money 
and the interest accruing thereon should be made in 14 equal 
half-yearly payments. As for the latter, interest on the loan 
should be payable half-yearly for the first two years of the 
currency of the loan and repayment of the principal money 
and the interest accruing thereon should be made in 20 equal 
half-yearly instalments." 

Every loan to a Co-operative Society should be secured 
by a mortgage over the estate and interest of the Society in any 
land or the building thereon and the Society should, if the Bank 
co requests, in addition to giving a mortgage, grant a bill of 
sale or debentures over all such goods and chattels or other 
assets of the Society as the Bank might require. The Bank's 
guarantee of a Co-operative Society's overdraft as well as the 
joan to a land holder should be similarly secured.* 

All applications for the loans should pay the cost, wholly or 
in part, of any inspection of land or building in respect to 
which the application for the loan has been made. They should 
also bear the expenses of registration of any mortgage, debenture 
or other security.” 

During 1922 to 1925 when the administration of the 
Acts was made over to the State Bank, the Cabinet, on the 
recommendations of the Loans to Producers Board, granted 
loans to 15 Co-operative Societies amounting to £141,640. The 
toans were distributed among these Societies as follows *: 


£ 
8 Co-operative Fruit-packing Societies ... 39,076 
4 Co-operative Cheese Factories ... 6,028 
2 Co-operative Distilleries ... 94,586 
1 Producers’ Marketing Society ... 8,000 


The purposes for which the loans were advanced were for 
purchase of plant and machinery, erection of cool stores and 
packing and grading sheds, building of factories and even 
addition to rooms. Under the provisions of the amended Act 
of 1924, overdrafts of several Co-operative Societies were 


1 Regulation 9. 

2 Regulations 10-12, 

3 Regulation 17. 

4 The data are obtained from the list of various concerns assisted year by year as 
given in the Reports of the Minister of Agriculture, for the years 1922 (p. 8). 1923 (p. o) 
1924 (p. 8), and 1925 (p. 5). 


3230—1982 B. 
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The actual overdraft on J une 80, 1925, was 


£10,293-7-0 and the amount of guarantee £24,500.° 


1 T 
- 
> 


The Loans to Producers Act, 1927, was passed to consolidate 
the acts of 1917 to 1926. The same provisions for securing 
the loans as in the original Acts have been made in the new 
Act.” The Loan to Producers fund which was first created 
under the Act of 1917 has been continued under the consolidating 
Act. The Treasurer sets apart to the credit of this fund such 
loan. moneys as are to be provided from time to time by 
Parliament for the purpose, but not exceeding £10,000 in any 
one financial year." All sums received by the Bank in 
repayment of loans are paid to the Treasurer and form part of 
it. The Bank has been empowered to make loans out of this 
fund to Co-operative Societies and Landholders for nearly the 
same purpose as before.t The guarantee of the repayment of 
advances by another bank to a Co-operative Society in the form 
of an overdraft has also been provided for.* In case the loans 
are not carefully or economically spent, the Bank may stop 
payments of the instalments and may immediately recall the 
entire amount lent.* If a loan under the terms of the Act 
remains unpaid for 3 months after it has become due for 


_ “payment, the Bank may enter upon and take possession of the 


vw 


2 





land upon the security of which the loan has been made and 
may sell the estate or interest of the Co-operative Society or 
Landholder by private sale or private tender or auction. The 


-sale proceeds should in the first instance be devoted towards the 


repayment of all dues to the Bank including expenses incurred 
by it in relation to the sale and the balance will then be paid 
to the owners.” The failure to pay interest within a notified 


_ period after due date for repayment should be penalised by the 


Treasurer charging a higher rate than the usual one. The 
penalty rate will come into force on the fourteenth day after the 
date of the Government Gazette in which it is published." 


1 Report of the Minister of Agriculture, South Australia, for the year ended 30th 


‘Scena to Producers Act, 1927 (No. 1802 of 1027), Section 6. 


2 The 
* The Loans to Producers Act, 1927, Sec. 4 (1) and (2). 
g$ The Loans to Producers Act, 1927, Sec, 5 (1) and (3). 
x? Sec, 13 (1). 
E asco 0): ~ 
7 Bee. 18 (1) and (2). 
® Sec. 9 (2). < 
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As already — the State Bank of South Australia has 
been administering the Loans to Producers Act since 1925. 
Up to 1932 financial assistance was granted to 22 Co-operative 
Societies as follows * :— 


5 Wineries and Distilleries. 4 Butter and Cheese factories. 
7 Fruit-packing sheds. 1 Producers’ Marketing Society. 
4 Cool stores. 1 Tobaceo Barn. 
Poe 

The loans have usually been granted up to 75% to 80% of 
the value of the security submitted. According to the Report of 
the Board of Management of the State Bank of South Australia, 
1932, operations under the Acts were confined during the year 
to the matter of granting advances for the purpose of enabling 
settlers on the West Coast to clear land on their holdings. 
Loans were approved to 19 applicants covering an area to be 
treated of 4,670 acres and involving the sum of £2,307-10-0. 
Up to the 30th June, 1932, the sum of £44,364-11-5 was 
advanced for the above-mentioned purpose. There were 340 
accounts open on the books and the balance outstanding on that 
date amounted to £227,223-15-1.° - 

As regards the financial position and financial records of _ 
the various Co-operative Societies to which loans were made 
under the Act, a number of them, it must be pointed out, fell 
into difficulties. During 1924 the Blackwood Fruit Producers’ 
Co-operative Society defaulted in respect to the payment of 
interest on the loan granted to it * and continued to be unable 
to meet its principal repayments during the next year. The 
Minister agreed to defer the commencing date for repayment of 
principal, provided the Society put in new plant to reduce its - 
heavy working expenses which were largely responsible for its 
difficulties. Another Society, the Springs Co-operative Cheese 
Company, became involved in serious financial difficulties and 
had to go into liquidation in the year 1925. According to a 
Report of the Minister of Agriculture, a great deal of the | 
difficulties experienced by the borrowing concerns was due to - 


1 Source: Letter to the writer from the Hon'ble Minister of Agriculture, South 


Australia, dated the Lith December, 1933. 
2 Report of the Board of Management of the State Bank of South Australia for 


the year ended 80th June, 1952, p. 5. 
Ta Report of „the Minister of Agriculture, South Australia, for the year ended 


ih June, 124, p. 9. 


~ 
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the failure to keep proper books and to the employment of 


unqualified auditors to audit the books.’ In 1925 a provision 
was included in all mortgages under the ** Loans to Producers 
Act ` that within 30 days after the end of each financial year 
of the Society, a duly certified and audited statement by a 
public accountant, approved by the Minister and in such form as 
might be required by him, should be submitted by the Society. 
With the object of building up cash reserve funds, provision 
was also made for the Societies to set aside annually a sum 
equal to 1% of the loan which amount would have to be 
expended in a manner directed by the Minister. The money 
would remain the property of the Society but could not be 
expended except with the Minister’s consent, the object being to 
build up a fund from which any unusual renewals or slight 
extensions to the building or plant could be effected when the 
ordinary funds at the disposal of the Company were inadequate 
for the purpose. A further provision to the effect that the books 
should be kept in accordance with the instructions of the 
Minister would, the Government believed, doubtless lead to 
better protection of its interests. 

The general position from the financial aspect of the 
operations under the Act on 30th June, 1925, is indicated in the 
following statement submitted by the Chairman, Loans to 
Producers Board * :— 


£ t- od 
Amount advanced up to 30th June, 1925 we 124.975 17 8 
Repayment of Principal — y 575 18 O 
Arrears of Principal * * 797 16 6 
Amount of Interest paid ou —* 6,819 85 10 
Arrears of Interest os — £ cs rO 


* The revenue account as given in the Report of the State 


Bank of South Australia shows operations under Loans to 
Producers Acts since commencement to 30th June, 1932 * :— 


fas Report of the Minister of Agriculture, South Australia, for the year ended 
R0th . 1925, p- 8. 
Report of tbe Minister of Agriculture, Sowth Australia, for the year ended 
Mth June, 1925, p. 8. * * 
3 Report of the Management, State Bank of South Australia, for the year ended 


| Both June, 1992, p. 16. 
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£ S d. £ a d 
To interest charged by 77,107 3 6 By interest receivable ... 86,010 8 4 | 
H. M. Treasury —— 
Interest written of 2418 5 10 


Administrative expenses 3,692 9 9 
Flotation charges written 


off ik aah 651 19 5 
Surplus a . 2287 9 5 Rent Account esi I 9 2 
£ 86,057 7 ll £ 0057 7 


As regards the question whether the working of the Acts 
has been successful, we can do no better than quote the following 
lines from a letter to the present writer from the Secretary to 
the Minister of Agriculture :— 

“ Although losses have been incurred through certain 
co-operative societies going into liquidation, the rural producer 
has been considerably benefited from the establishment of the 
co-operative societies.” ' 


IV. Spain’ 


Spain offers an outstanding example of a European country 
which enacted in the post-war years a most elaborate piece of 
legislation for state-aid to industries. On April 30, 1924, 
a Royal Decree as to state assistance for industry was passed 
replacing a similar law of 2nd March, 1917, which had ceased to 
operate on 3lst December, 1922.” The industries to be assisted 
under the terms of the Decree were all agricultural and stock- 
raising industries, mining, steel and metal works, factories, 
industries for constructing buildings and for making railway 
material, hydro-electric and electro-thermiec works and all 
subsidiary industries. The Decree empowered the Government 
to grant assistance for the purpose of aiding in the creation of 
new industries and the development of those already existing. 
Applications for such assistance were to be made during a period 


1 Letter from the Secretary to the Minister of Agriculture to the writer, dated 
the 11th December, 1933. ee wes 

2 The writer approached tho Consul for Spain in India (Bombay) and Flis 
Britannic Majesty's Consul in Barcelona for information relating to the working of 
the Royal Decree aa to state-aid for industry in Spain. All the information that it bas 
been possible ( secure has bean presented here, 

s See Report of the Committee on Industry and Trade—Survey of Overseas 


Markets, 1926, p. 02. 
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of 3 years from 2nd May, 1924, the period to be extended for 
_ further 3 years on the recommendation of competent authorities. 
ccording to the provisions of the Decree, the following 
industries were entitled to benefits under the Decree: (a) new 
industries, i.e., industries which had for their principal object 
the supply of Spanish natural products and which were as yet 
non-existent or not fully developed, (b) existing industries 
whose production was sufficient in quantity or quality to supply 
the normal demand in the country, (c) industries whose surplus 
production was exported. Industries connected with national 
defence were to receive preferential consideration. 


> The applicants must be Spanish firms and must comply with 
the following rules :— 


(1) In the case of limited liability companies one-third of 
the Board of Directors might be foreigners, but in the case of a 
sole trader, he must be of Spanish nationality as also the 
Managers and Directors. No foreigner might be President of 
the Board or Managing Director. 

(2) 75% of the capital must be owned by Spaniards 
whatever the constitution of the firm or organisation. 

(3) 80% of the office-staff and workman must be of 
Spanish nationality. During the first three years employment of 
foreigners would be permitted in the following proportions : 75% 
during the first year, 50% during the second and 30% during 
the third. 

(4) The fuel, material and fittings used in the installation 
and the articles employed by the protected industry must be of 
national production excepting when they had to be acquired 
abroad for technical reasons or owing to a difference in cost 
exceeding 15% or on account of proved urgency or when 
production in Spain was insufficient to meet the requirements 
of the country. 

The state-aid furnished under the Decree was to take the 
form of (a) privileges, concessions or other advantages without 
direct economic assistance, or (b) loans made in conjunction 
with the Banco de Credito Industrial. 

These benefits were to apply to new industries and existing 
industries where production was insufficient to meet the normal 
-demand in the country. New industries might be given a 

Si tee of minimum interest on the capital invested in 
“> them, but then a loan would not be Sen lias 
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Loans under the Decree were to be effected through the 
Banco de Credito Industrial for periods up to 15 years. The 
total amount lent was not to exceed 150 million pesetas. gant a 

* 


In order to favour the establishment of large industries for 
which the above provisions did not provide sufficient inducement, 
a state guarantee of interest might be granted. This guarantee 
was only to be available for enterprises considered to be of 
national importance. The rate of interest provided was 5%. 
he guarantee was applicable solely to capital issued and paid up 
and would cover a period not exceeding 8 years. The maximum 
sum allotted for this class of payment was 10 million pesetas per 
annum. In the case of large industries of national importance 
the capital on which interest was guaranteed might be composed 
of shares and debentures to the extent of one-half of the total 
and only 25% of these shares and debentures could be transferred 
abroad. An industry protected by a State guarantee of interest 
which was in a position to pay over 6% dividend on its shares 
must surrender half the profits earned in excess of this dividend 
to the State. — 

It was a condition of any concession that the position of the 
applicant industry should be declared and methods of works and 
machinery must be of modern character. In the case of a new 
industry an exclusive grant of assistance might be made for 
5 years but the concession would be withdrawn if other firms in 
the same industry introduced more advanced processes or accepted 
less protection. 

The Decree further stipulated that state-aid should not be 
given to any industry if that industry was thereby enabled to 
compete with a similar pre-existing industry, and provided 
that petitions might be submitted to the competent department 
by the industry likely to be prejudiced ; but such protest must 
be accompanied by proofs that the complainant enterprise was 
being developed on modern lines. 

The Banco de Credito Industrial, founded by the State in 
1920 with a capital of £3,750,000, was used under the provisions 
of this legislation for furnishing long-term loans to industry 
for such purposes as installation of plant and machinery, erection 
of factory, ete. Of every such loan advanced, the . State 
contributed 80% and the Bank 209%. The necessary f unds were 
obtained by issuing bonds up to a maximum of 150,000,000 
pesetas. It has been estimated that up to 1933 such long-term 
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loans made to industry totalled 100 million pesetas.’ But the 
policy of state assistance did not prove to be much attractive to 
the- industrial borrowers of Spain. The private banks there 
appeared to offer less onerous terms for their loans. There 
was, further, an elaborate process of reference to various 
Government departments to which every loan was subject, and 
applications had often to await sanction for as long as a year. 
All this served to keep away many would-be borrowers of the 
Bank from taking advantage of the opportunities and the Bank 


unfortunately failed to realise the high hopes entertained of 
it. 


V. Japan 


The history of state-aid to industry cannot be claimed 
to have been particularly happy in the Western countries. 
Expectations were not fulfilled ; financial results were seldom 
satisfactory; and the experiment in several cases had to be 
abandoned. But although state-aid was not very successful 
in the West, there was at least one country in the Eastgwhere 
glorious results were achieved. There was perhaps no country 
in the world, where a more active policy of state-aid to industry 
had been pursued than in Japan; and there was no country in the 
world where state-aid had produced such a rich harvest of 
results. It is difficult to account for the complete success of the 
policy of state-aid in an Eastern country whilst it was a 
comparative failure in the West. Important psychological fac- 
tors were probably at the root of the matter. Peculiar Eastern 
traditions, the people’s lack of initiative, their extreme depen- 
dence upon the Government in every sphere of life, their habit 
of looking up to the Government for the solution of every diff- 
culty—all these must have favoured the success of the policy of 
state-aid in an Eastern country like Japan. The country 
ranked amongst the foremost industrial nations of the world. 
Within a surprisingly brief period she had turned herself from a 
backward agricultural country into one of the most industrially 
advanced countries in the world. This amazing industrial progress 
of the country had, to a considerable extent, been due to the active 
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1 "The Banking System of Spain “—an article by H. L. Dark in The Banker. 
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policy of state-aid followed by the Japanese Government. 
Whatever might have been the part played by other factors, it 
must be frankly recognized that it was the active Government 


participation which had made possible the greater part of Japan's 


industrial progress. From the earliest times the Government 
had taken an active part in the industrialization of the country. 
The Government had to take the lead; it could not do otherwise. 
The supply of capital was hopelessly inadequate for the new 
forms of production and for the material equipment of the 
country. ‘The merchant and industrial classes were incapable 
of the great task before them. Hence the Government stepped 
in to take upon itself the task of shaping and initiating the 
industrial advance of the country. 

‘* Tt decided itself what enterprise should be inaugurated, 
it established itself or furnished the capital for their establish- 
ment by private companies ; it encouraged technical and scienti- 
fic training, it imported instructors from abroad.’ * The Govern- 
ment maintained that initiative even to the present times. 
It was not able to withdraw from industry and continued 
to intreduce and support new industries and assist old ones in 
difficulties. It extended its aid to the national industries very 
liberally and in various ways. Besides assisting industry 
indirectly -by controlling tariffs, etc., it actively assisted 16 
directly by granting loans and subsidies. Not only infant 
but also old and well-established industries received Govern- 
ment help in this manner. Advances were made to the indus- 
tries, either direct or through banks. As will be seen in a later 
chapter the Government from time to time advanced consi- 
derable sums to the Industrial Bank for assisting industries in 
need of finance. As early as 1898 the Government placed 5 mil- 
lion yen at the disposal of thé Hypothec Bank for the purpose of 
making loans to industrial undertakings. In 1913 the Govern- 
ment advanced to the Industrial Bank 1,35,00,000 yen through 
the Bank of Japan and the Yokohama Specie Bank. Besides the 
loans, private enterprises were often protected by guarantee- 
ing profits, Small industries were also not neglected. The annual 
budget regularly included items for the encouragement of small 
industries.2. From 1928 onwards the Government made to them 


1 Jobn and Dorothy Orchard, The New Economic Position of Japan (1950), p. 79 

2 Report of the Committee ef Industry and Trade—Survey of the Overseas Markel, 
p- 409. 
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repeated advances at low interest through special banks or through 
provincial public bodies.’ 

Coming to specific industries we find that the shipbuilding 
industry was one of the most important industries to receive 
Government assistance from early time of the modern period. 
The policy of subsidising followed under the provisions of the 
Shipbuilding Encouragement Act of 1896 and the Navigation 
Encouragement Amendment Act of 1899 was to a great extent 
responsible for the rapid development of that industry. Between 
1896 and 1918 the subsidy paid by the Government under the 
Acts amounted to 2,27,57,495 yen. During that period the total 
tonnage of Japanese ships increased by 1,30,000 tons, an increase 
of 57.3% as compared with the year when the latter Act was 
passed. This rapid increase might not be wholly due to the Act 
but it is understood that this high record would not have been 
established without the subsidy.” The development of the 
Japanese Merchant Marine was also due to the large measure 
of financial assistance from the State. During 1902 to 1926, a 
total of 297 million yen was paid out to various shipping com- 
panies in the form of bounties and subsidies.’ Without the 
Government assistance Japanese shipping would not have been 
able to make the progress it had made and could have been 
operated only at a loss to the owners. In more recent times it 
was reported that the Japanese Government was considering a 
scheme, put forward by the Minister of Communications, under 
which a subsidy amounting to 10 million yen (£10,00,000 at 
par) to be spread over three years would be paid to shipping firms. 
The money was to be raised by the issue of bonds. The pro- 
posal amounted to the granting of a subsidy of £4 per 
gross ton of 2,50,000 tons of new shipping on the condition 
that 5,00,000 tons of ships over 35 years old were simultaneously 
scrapped. 

The Iron and Steel Industry also owed its expansion to the 
liberal assistance of the Government from the very beginning. 
Without the liberal use of the Government funds in the earlier 
period and its continued assistance since, Japan could have no 
iron and steel industry to-day.“ 

“4 Japanese Trade and Industry, Present and Future (Mitsubishi Economic Research 
Durea), p- 427. 

3 8. Uyechara, The Trade and Industry of Japan, p. 165. 

> Financial and Economic Annual of Japan (1900-28). 


4 In 19%, the Japan Iron Manufacturing Co., was formed with the nid of tho 
Government as the result of a vast amalgamation of iron and steel concerns. 
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As regards the manufacturing industries, it is the same 
story. The Government pioneered a large number of important 
enterprises and liberally assisted others. It established the first 
chemical works, the first arsenal, the first glass factory, the first silk 
flature. At one time or another the Government established 
or operated cotton and wool spinning mills, cement, brick, soap 
and porcelain works, food factories and so on.’ In recent years 
the aircrafts industry received a large amount of assistance 
from the State. The Dye Stuff industry was also liberally 
subsidized. The Osaka Dye Stuffs industry (established in 
1915), for instance, received up to 1927 a sum of 75,00,000 yen 
in subsidies and bounties from the Government.* Subsidies 
were also granted for the development of a number of other 
‘* key “ industries, such as manufacture of soda ash, artificial 
indigo, etc.* Indeed it will be no exaggeration to say that 
modern Japanese industry owes its development mainly to the 
efforts and encouragement of a highly paternalistic Central 
Government. 


Conclusions 


From the survey of the policy of State-aid pursued in Japan 
and in the various Native States, it is clear that it may be 
operated in such a manner as to be not only financially successful 
but also to promote the industrial development of the country. 
It is only necessary that a piecemeal haphazard policy should be 
avoided and a comprehensive, well-balanced and carefully thought- 
out plan should be adopted in rendering state-aid to industry. 
There is no reason why such a policy should not be successful in 
India. It has achieved brilliant results in Japan. The results 
have been less spectacular in the Native States but none the less 
they have been in the majority of cases quite satisfactory and the 
object has been fulfilled. Before rejecting the principle of 
State-aid for Indian industries, it should, in our opinion, be 
given a fair trial once more. 

The principle of State-aid to industry has been finding 
increasing favour ever since the First Great War. More recently 
in these days of economic planning, the State in every civilised 
country of the world has come to dominate trade and industry in 

1 John and Dorothy Orchard, The New Economic Position of Japan (1930), p. 90. 

2 “ Present-Day Japan "— Asahi, English Supplement, 1929, pp. 118, 121. 

s Japanese Trade and Industry, Present ond Future (Mitsubishi Economic Research 
Bureau), p- 47. 
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a manner which could have never been thought possible a few 
vears ago. The death-knell of laissez-faire has already been 
sounded and there is no chance of its ever being resusciated. It 
has been frankly recognised that it would be the height of 
indiscretion for a country to stand idly by when its industries may 
be going to the wall on account of the competition of state-aided 
industries elsewhere. Even England herself, the greatest 


stronghold of laissez-faire, has had to break away from her 
traditional policy. 


While advocating the principle of state-aid to industry in 
India, the following theoretical considerations should be urged. 
State assistance to industry whether financial or otherwise should 
never be permanent. The guiding principle should always be 
to furnish the aid temporarily for an experimental period or for 
maintaining an established industry over a period of stress. The 
period for which an established industry requires state-aid will 
vary from industry to industry. Generally speaking, ten years 
may be taken to be a period sufficient for an industry to develop 
itself properly and to stand alone without the artificial prop of 
State assistance. The ultimate withdrawal of the assistance 
should always be aimed at. Very strong financial and economic 


grounds are needed to justify a policy of State-aid for a more or 
less indefinite period. 


It has already been emphasised that instead of rendering 
{financial assistance to Indian industries through the Departments 
of Industries, State-aid should be furmshed through a Bank. 
The Industrial Bank of Japan and the various Agricultural and 
Industrial Banks have been utilised with remarkable success by 
the Government of Japan in this respect. The inspiration for 
direct legislation under which State-aid may be furnished to 
Indian industry was obtained by the Provincial Governments 
chiefly from Columbia, Victoria, and South Australia. Laws 
closely analogous to the State-aid to Industries Acts in India have 
been shown to have been prevalent there long before any of the 
Provincial Governments here contemplated the passing of any 
ench legislation. It is interesting to note that in Victoria and 
South Australia the administration of the Acts providing for 
State assistance to industry was handed over to banks after the 
first few years of experiment. Our argument for granting state- 
aid through a banking institution is reinforced by the recent 
policies of the Governments of these countries. - 





CHAPTER IX 


SPECIALIST INSTITUTIONS FOR INDUSTRIAL FINANCING— 
THE INDUSTRIAL BANK OF JAPAN 


The question of establishing specialist institutions for provid- 
ing industrial fnance has in recent years received a great deal of 
attention in several countries. The need of filling the gap in 
the existing financial machinery by forming a special organisation 
is being increasingly perceived, and wherever industries have been 
unable to satisfy their long-term financial needs from the existing 
sources, the desirability of starting a special institution to cater 
for such requirements has been recognised. A number of 
countries in the years after the First Great War set up such 
machineries specially designed to furnish long-term finance to 
their industries. In more recent years several other countries 
have already organised or are contemplating the organisation of 
specialist institutions for the same purpose. The question of 
forming special machineries for supplying long-term finance to 
Indian industries has been before the country for more than two 
decades. It has engaged the earnest attention of our economists 
and publicists ever since the Indian Industrial Commission 
recommended the establishment of ** industrial banks ** in 1918. 
The formation of specialist institutions for solving the problem of 
industrial finance was also recommended by the External Capital 
Committee in 1924, and again by the Banking Enquiry Com- 
mittees, Central and Provincial, in 1930-31. A detailed study 
of the work which has been done abroad as regards the organisation 
of industrial credit will at the present moment prove to be not 
only of absorbing interest but also highly instructive. A review 
of the basis on which institutions specially designed for financing 
industries have worked elsewhere and of their activities and 
achievements will undoubtedly be a fruitful line of research. It 
will materially assist us in the solution of the problems arising in 
connection with the organisation of industrial finance in India 
and will help us to lay down the broad lines on which a scheme for 
the future Indian institution for solving the problem of industrial 
finance may be formulated. Particularly at a time when the 
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machinery for financing industrial reconstruction after the second 
World War is beginning to take shape not only in India but also 
elsewhere, it will be fascinating to sketch out the rôle played by 
such institutions in the industrial regeneration of their respective 
countries in the years after World War I. 

It may also be recalled that the history of state-aid to industry 
in the various provinces of India has been singularly unhappy. 
The question has, therefore, been frequently canvassed that if 
any financial assistance is to be rendered to industries by the 
State, it should be done through a special ‘* industrial bank,” 
and the administration of the State-aid to Industries Acts should 
Le handed over to such institutions. From the study we are 
going to make of these specialist institutions working abroad, it 
will also be possible for us to gather how far their machineries 
have been successfully utilised by the Governments of those 
countries for rendering financial assistance to their industries. 
For all these considerations, a detailed review of the structure, 
erganisation and operations of specialist institutions that have 
been started elsewhere to solve the problem of industrial finance 
is urgently called for. 

Before we turn to review the working of the specialist 
institutions established for the provision of industrial finance, 
it is necessary to dispel some illusions regarding the industrial 
financing activities of the German banks. It is commonly believed 
that the German banks were specialist institutions catering for the 
long-term financial needs of German industry. This notion is 
entirely misleading. They were never specifically designed for 
financing industries. The truth is that at one stage of their 
evolution they had combined commercial with investment 
banking business. In the post-war years, as already noted, there 
was an increasing tendency on their part to shed their investment 
banking activities and approximate to the pre-war deposit banks 
of England. Under the circumstances, it will not be correct to 
refer to these German banks as specialist institutions devoted to 
the financing of industries. 

The earliest institutions that were ever started with the 
particular object of industrial financing were the Societe-General 
de Belgique founded in Belgium in 1822 and the famous Credit 
Mobilier founded in France in 1852. It was intended that they 
should devote themselves specially to the development of industry. 
They were the pioneers in the field of industrial financing, the 
forerunners of all later industrial banking. 
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The characteristic activities of the Societe-General consisted 
in the promotion of new industrial companies, in the establish- 
ment of financial subsidiaries to hold the shares of these companies 
and in also taking up itself considerable amounts of these 
shares. The necessary funds for the operations were obtained by 
the Bank from (1) its own paid-up share capital and (2) savings 
bank deposits as well as (3) by the issue of fixed interest bearing 
debentures and notes payable on demand. The Bank promoted 
companies for opening up coal fields and for the construction of 
railways and canals; and also formed financial subsidiaries, the 
chief of which were the ** Societe de Commerce Bruxelles *’ 
and the ‘‘ Societe national pour enterprises industrielles et 
commerciales.” But the Bank made indiscriminate use of the 
savings deposits which were never kept separate from other funds 
and were employed in long-term industrial finance. The rela- 
tions between the parent Bank and its subsidiaries were very 
unsatisfactory. ‘* The relation was one of mutual participation 
and in addition the subsidiaries borrowed extensively from the 
parent Bank in order to carry unmarketable securities.’’* During 
the crisis produced in France and elsewhere by the Revolution 
of 1848, the Bank became seriously involved. An enquiry into 
its position revealed that a considerable portion of its assets had 
been locked up in unrealisable security holdings. The remaining 
assets consisted of loans made against the pledge of such 
securities with little regard for the personal credit of the 
borrower. A new Board of Management was formed and a 
reorganisation followed. After the establishment of the Banque 
National de Belgique in 1851, the Societe-General came to 
modify the character of its business. Its investment trust 
activities were restricted, though the interest in long-term 
industrial finance was not entirely abandoned; but increasing 
attention came to be devoted to ordinary deposit banking 
business. 

As an institution specifically designed for financing in- 
dustries, the Credit Mobilier of France has aroused much greater 
interest. Ever since its establishment by the Peretre Brothers 
in 1852, the institution had engaged the earnest attention of 
economists and bankers throughout the world. In all discus- 
sions regarding the establishment of specialist institutions 


1 P. B. Whale. ** English and Continental Banking," Lecture T1—Journal of the 
Institute of Bankers, May, 1951, p. 260, 
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for providing industrial finance, it had held a prominent place. 
Indeed it will perhaps be no exaggeration to say that in the days 
before the war of 1914 it was the only known model before a 
country which was desirous of founding an *' industrial bank " 
for the financing of its own industries. As originally designed 
the Credit Mobilier was to have a share capital of 50 million 
francs and was also to issue, besides short-term notes, debentures 
ap to 10 times its share capital. The main object of the Bank 
was to function as a ‘‘ financing institution which would sell 
the shares in the undertakings it promoted when they were mpe 
for the market and thus obtain the means of financing new enter- 
prises.” The Bank at first attained notable success and showed 
large profits. It promoted a large number of railways both in 
France and abroad as well as insurance companies and foreign 
subsidiary banks; it founded the Paris Omnibus Company and 
the first French Transatlantic line; it equipped Paris and other 
towns of France with gas lighting; and finally it issued 
considerable amounts of French and other Government loans.’ 
But during the crisis of 1857 its affairs became seriously involved 
and the crash came in 1867 after a brief career of 15 years. A 
large part of its resources became immobilized in securities 
quickly depreciating in value. The rest were locked up in 
advances against such securities and in advances to its dependent 
companies. The Credit Mobilier was chiefly interested in public 
utility enterprises which, by their very nature, could not be 
expected to show immediate returns. The shares of such com- 
panies were not readily marketable. The principal holdings of 
the Credit Mobilier consisting of such unmarketable securities, 
its resources became hopelessly entangled in such investments. 
It appears that the original plan of issuing debentures wag not 
put in practice and the funds other than long-term were used for 
investments purposes. If debentures had been issued, the im- 
mobilization would not have had the same disastrous 
consequences. Besides, it ignored the root principle of industrial 
financing, namely, that of carefully distributing its risks. It 
did not proceed with caution and was anxious from the begin- 
ning to attain a spectacular success and show large profits. For 
all these reasons, downfall soon overtook the Bank. 


i P. B. Whale, “ English and Continental Banking,’ Lecture TI—Journal 
the Institute of Bonkers, May, 1931, p. 202, : 4 
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Throughout the nineteenth century, the Credit Mobilier 
attracted considerable attention. It provided a great appeal to 
all those countries which were desirous of achieving a rapid 
industrial progress; and Japan chose it as the model, when 
she founded her Industrial Bank in 1902 for the purpose of financ- 
ing her industrial development. ‘Till the close of the First Great 
War the Japanese institution remained as the only type of a 
specialist bank, designed primarily for the financing of indus- 
tries. Not until we come to the post-war years and the more 
recent years of the world-wide depression, do we find any syste- 
matic attempt made in European countries to evolve a new type 
of machinery for the long-term financing of industries. During 
the post-war years, industries in several European countries 
found it exceedingly difficult to satisfy their long-term needs. 
These countries had been utterly impoverished by the effects of 
a war unexampled in history; and there was a shortage of 
industrial capital as never before. The prolonged slump that 
followed in the wake of the Great War only served to aggravate 
the acute financial position of the affected industries. Their long- 
term needs had to remain unsatisfied or had to be satisfied from 
short-term funds, a policy which was at once costly and danger- 
ous. Again, in many instances the ravages left behind by the 
War had to be repaired. Old industries damaged by the War had 
10 be rehabilitated ; modernisation of plant and adaptation to 
post-war requirements were urgently called for in a number of 
others ; and new industries had also to be started and nourished. 
Never was there a greater demand for long-dated capital for 
industry ; and never was felt a more imperative need for organiz- 
ing a special machinery to supply that capital. Attempts were 
accordingly made in some of the new and reconstructed countries 
of Central and Eastern Europe to establish suitable machineries 
for furnishing that much-needed long-term capital to their 
national industries. 

Ever since the Landschafts were first organised in Germany, 
the device of the mortgage bank has been employed with remark- 
able success to solve the problem of long-term real estate credit. 
The whole theory of the mortgage bank is based upon the 
debenture bond, the system of amortisation and the sinking 
fund. The mortgage bank is a specialist institution granting 
long-term amortisation loans on the first mortgages of property 
and issuing bonds to raise the necessary funds for financing these 
loans. It had its origin in the necessity for providing agricultural 
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credits on reasonable terms; and this type of machinery was in 
the beginning exclusively employed for granting long-term credit 
on first mortgages of agricultural property. Its success in that 
sphere was so great and the advantages for financing long-term 
loans through such a device were found to be so numerous that 
it began to be employed for all kinds of real estate credit, not 
only agricultural but also urban and communal. Not only 
organisations founded in order to aid agriculture primarily have 
begun to devote increasing attention to loans on city real estate, 
but even municipalities, communal authorities and public bodies 
in general, have found that the same type of machinery is adapt- 
able for financing their long-term operations; and special 
communal bonds have frequently been issued to finance such 
public utility undertakings as gas, electricity and water-works. 
In the present times the operations of the mortgage institute have 
come to be extended yet further to the field of industrial credit. 
During the post-war years, the idea of a mortgage bank, granting 
long-term amortisation loans against industrial property, made 
an instant appeal to a number of European countries. ‘Their 
economic position was shattered by the War; and they were 
anxious to hasten their economic reconstruction. The difficult 
task of supplying long-term finance to their industries had to be 
faced: and necessary funds had to be raised either at home or 
abroad. ‘The machinery of long-term real estate credit which 
had so successfully worked in other spheres was readily adopted 
by them to furnish long-term mortgage loans to industry. Begin- 
ning in 1924 several countries in Central and Eastern Europe 
established industrial mortgage banks, especially designed for 
financing industries. ‘These institutions, like their confréres the 
land mortgage banks, used to issue mortgage bonds and grant long- 
term loane to industrial undertakings on first mortgages of indus- 
trial real property, factories, buildings, machinery, plant, etc. 
Like them, these industrial banks were organised both on the 
joint-stock and the co-operative basis. Like them, too, they were 
frequently started under Government auspices and as a rule 
enjoyed some form of State-aid. Wherever there was such State- 
aid, there was some corresponding governmental control or 
supervision. The needs of the small and middle-sized industries 
received primary attention from these institutions, as it had 
always been difficult for them to approach the market. But the 
large industries were not neglected and received also their due 
share of attention. The largest of these industrial mortgage 
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banks, whose bonds were well received and were quoted in the 
stock exchanges of New York, Boston and London, were the 
Industrial Mortgage Bank of Finland, Ltd., the National 
Hungarian Industrial Mortgage*Institute, Ltd., and the Sachische 
Landespfandbriefanstalt (the Provincial Mortgage Bank of 
Saxony). Besides these three, there was another mortgage insti- 
tute, the National Economic Bank of Poland, which was founded 
in 1924, by virtue of a special law to assist the economic re- 
construction of the new state of Poland. It granted long-term 
industrial loans through the issue of ‘‘ bank debentures *" but it 
should be put in a separate class by itself as distinct from the 
other three institutions. It was not a mortgage bank specifically 
designed for financing industries alone; its activities were not 
restricted to the granting of industrial credit only, not even to 
that of long-term credit. Its activities comprised the granting 
of both short and long-term credit, not only to industries, State 
and private, but also to municipalities, rural district authorities 
and owners of agricultural estates. Different types of bonds— 
‘* communal,” ** bank,” ete.—were issued to finance the varied 
operations of the institute. Besides fulfilling all these functions, 
it conducted every description of banking business. In other 
words, it was not a special but a mixed mortgage bank. 

In the years after the world-wide depression, when indus- 
tries were passing through extremely difficult periods, 
attempts were made by several other countries to set up special 
machineries for supplying long and medium-term finance to the 
small and medium-sized industries. An outstanding example 
of such an attempt found expression, as already noted, in 
the British ‘‘ Credit for Industry, Ltd.’" In Ireland also an 
‘* Industrial Credit Co., Ltd.’’ was established for the purpose 
of financing Irish industry. In Sweden an Industrial Credit 
Company was established in 1934 with a paid up capital of 8 
million kronor authorised to grant credits for a period not ex- 
ceeding ten years to small and middle-sized industries. It 
might issue bonds but might not accept deposits. In the Nether- 
lands an Industrial Bank of Limburg was set up in 1935, the 
greater part of its capital being subscribed by the province of 
Limburg.* 


2 Report on Agricultural Credit—Medium-Term Credit to Industry (League of 
Nations), Geneva, June, 1999. 
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The Industrial Bank of Japan * 


The most important institutional development of industrial 
finance since the establishment of the French Credit Mobilier 
took place in Japan when the Industrial Bank of Japan was 
founded in 1902. It was an ambitious experiment in investment 
banking conceived more or less on the lines of the French 
institution. Until recently it has been the only instance of a 
specialist institution established primarily for the financing of 
industries and as such, has attracted considerable notice not only 
in European countries but even in India. It made a profound 
appeal to the Indian Industrial Commission of 1916 who were 
mainly responsible for popularising the idea of forming an 
‘* industrial bank ’’ in India on the model of the Japanese 
institution. It has since that time been strongly favoured by 
Indian economists and publicists. The idea of planning the 
future Indian institution on the lines of the Japanese bank which 
originated with the Industrial Commission was re-born in the 
deliberations of the Indian Central Banking Enquiry Committee. 
Indeed in all discussions regarding the establishment of specialised 
banks in India for industrial financing, the Japanese institution 
has always occupied the centre of the stage. But although so 
much interest has been focussed upon it for all these years, no 
attempt appears to have been made in this country to make a 
detailed study of the nature, organisation and activities of this 
“much talked about institution. Information regarding the Bank 
has been either entirely lacking or has been extremely meagre. 
Consequently a great deal of misconception as to its true nature 
and functions has unfortunately crept into India. Even the 
‘* Foreign experts ° who were invited to assist the deliberations 
of the Indian Central Banking Enquiry Committee were not 
free from these misapprehensions. The exposition of the work- 
ing of the Japanese institution which they gave to the members 
of the Banking Committee was in some important respects in- 
correct and misleading. It is certainly worth our while to 
attempt a detailed investigation into the working of an institu- 


i "The materials were obtained from the authorities of the Industrial Bank of 
Japan with the assistance of His Britannic Majesty's Consul in Tokyo. Much useful 
information was secured from Mr, Hara, Consul for Japan in Caleutta, President of 
the Indo-Japanese Commercial Museum, the Yokohama Specie Bank and the Miteui Bank. 

The substance was published in the form of an article in the Calcutta Review, 
May and Jone, 1932. (Revieed and re-written.) 
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tion which has aroused so much interest not only in India but 
throughout the world and for which information has been hitherto 
singularly lacking. 

The national banks were established in Japan in 1873 in 
pursuance of the National Bank Regulations of 1872 which were 
closely patterned after the American system. A law passed in 
1896 provided for the abolition of these national banks; and 
between 1896 and 1899 the 153 national banks scattered in various 
important cities were abolished and reorganised as ordinary 
banks. At the same time numerous ordinary banks were newly 
opened throughout the country. Though these were commercial 
in form and denomination, most of them were particularly 
agricultural organs and were engaged in advancing money to the 
farmers on mortgages consisting of immovable property. 

Prince Matsukata is the father of the present Japanese bank- 
ing system. He enunciated the principle that distinct groups 
of banks should be established to fulfil different functions. Accord- 
ingly, after founding a central bank and an exchange bank, he 
turned his attention to the starting of banking institutions to 
facilitate the grant of long-term loans to industry and agriculture. 
The industrial development of the country had not proceeded 
very far by the time of the Sino-Japanese War. But the 
victory over the Chinese gave a powerful stimulus to the economic 
life of the country. New enterprises came rapidly into existence 
and there arose on the part of their projectors a great demand - 
for long-term financial assistance. It was beyond the pro- 
vince of the ordinary deposit banks to render such assistance. 
There was also at the time no large investing public in Japan. 
The conservative people were reluctant to invest their savings in 
industry and preferred to invest in land even though the rate of 
return might be lower in the latter. To satisfy this new demand 
for long-term industrial capital, the Industrial Bank was 
established. 

The Government enacted the law of the Japan Industrial 
Bank in 1900 and the Bank began business in April, 1902. It 
was a jointstock company and its capital was at first 10 million 
yen. By a revision in the law of the Industrial Bank in 1906, 
the capital was raised to 17,500,000 yen, which could be in- 
creased with the approval of the Government." The capital was 
subsequently increased to 30,000,000 yen in 1917 and again 


1 Art. 2, Law of Incorporation of the Nippon Kogyo Ginko, 1900. 
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to 50,000,000 yen in 1919. The capital was fully paid in 1922.’ 
The Government of Japan did not participate in the capital of 
the Bank but it lent to the Bank enormous funds at a moderate 
rate of interest out of the resources of the Deposits Bureau of the 
Department of Finance. The deposits of the Bureau consisted 
mostly of the postal savings deposits received by the Government. 
Its business was not merely confined to the control of deposits but 
also included the investment and management of funds. It was 
laid down by the law that the funds of the Bureau should 
be invested solely for the benefit of the State and the public in a 
safe and profitable manner and that such investments were to be 
made only after investigation of their purposes and methods in 
consultation with the committee of investments of the Deposits 
Bureau.” There was one peculiar characteristic of the Industrial 
Bank which distinguished it from the other public institutions. 
Early in the history of the Industrial Bank, a considerable 
portion of its shares came to be held by foreigners.” According 
to the Japan Year Book, 1924-25, foreigners owned 75,000,000 
yen of the Bank’s capital.* 

The Bank was established with a Government subsidy under 
Government control with a 50-year charter, the renewal of the 
charter being at the option of the Government. It was put 
under the direct superintendence of the Finance Minister who 
was to appoint a Comptroller to supervise the business manage- 
ment of the Bank. The President and the Vice-President were 
appointed by the Government from among the shareholders owing 
more than 200 shares in the Bank. Their term of office was fixed 
at five years. The directors were appointed by the Government 
from among the candidates who held more than 100 shares in the 
Bank, elected at the General meeting of the shareholders. The 
number of candidates which the meeting recommended was twice 
the number of necessary directors. Their tenure of office was fixed 
at three years.” As regards the subsidy, the Government under- 
took to guarantee a 5% return on the Bank’s shares for the first 
five years, provided the amount of the subsidy did not exceed 


1 The shares of the Industrial Bank bad a par value of 50 yen. Prices had been 
geclining since 1922, From 1918 to 1927 they ranged from 94 yen to 30,40 yen, Tho 
Imperia] Household Department held 22,725 shares in 1929. 

2 ‘'Thirty-fourth Financial and Economic Annual of Japan, pp. 200-93. 

2 Bee Report of the National Monetary Commission (1010—Banking System of 
Japan, p. 137 and pp. 156-57. 

4 The Japan Year Book, 1924-25, p. 455. 

® Art. 7, Law of Incorporation of Nippon Kogyo Ginko, 1900. 
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5%, of the paid-up capital." The business of the Industrial Bank 
was as follows :— 


(1) To make loans on the security of national bonds, 
prefectural or municipal loan bonds or debentures and 
shares of companies. 

(2) To subscribe for and underwrite national loan bonds, 
prefectural and municipal loan bonds or debentures of 
companies. 

(3) To receive deposits of money on fixed, current or 
special amount and undertake the custody of goods 
entrusted to it for safe keeping. 

(4) To undertake trust business relating to secured 
debentures. 

(5) To discount bills. 

(6) To buy and sell clean and documentary bills of 
exchange. 

(7) To make loans on mortgage of estates created by 
virtue of special laws. (Added March, 1905). 

(8) To make loans on mortgages of land and buildings 
belonging to factories. (Added by Law No. 38, 
March 14, 1933.) 

(9) To make loans on mortgages of ships including those 
under construction which shall be redeemable by 
annual instalments within a period not exceeding 
15 years or a fixed term of not more than 5 years.” 
(Added by Law No. 26, March, 1918.) 

(10) To make loans on the security of shipbuilding 

materials or equipments. (Added by Law No. 26, 

March, 1918.) 

(11) To float National loan bonds, prefectural and 

municipal bonds and companies’ shares and debentures 

and to receive payments for the same and to effect 
the payment of principal and interests, or dividends 
on the above. 


i Art. 26, ibid. 


3 According to Bye-Law, Art, 90, ships accepted by the Bank as subjects of 


mortgages shall be only those which, reckoning from the date of launching, will be less 


than 25 years old at the date 


of payment of the laat instalment of redemption and 


shall be covered by insurance. 
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(12) To make call loans or loans for a fixed term on 
security of sites and buildings belonging to factories 
or of residential land or buildings lying in localities 
where the City Planning Act is in force, provided 
that the total amount of such loans shall not exceed 
2/3rd the amount of the Bank’s paid-up capital. 

In addition to the kinds of business authorised by the above 
clauses the Bank might subscribe for and underwrite shares of 
companies with the sanction of the Minister of State for Finance. 
Debentures of companies, it may be noted, might be taken up in 
ordinary course but the subscription to their share capital required 
the sanction of the Minister of Finance. The mortgages 
accepted by the Bank should be first mortgages, but this did not 
apply, if they could be converted into first mortgages in course of 
redeeming an old loan with a new loan furnished by the Bank or 
if additional mortgages were furnished to the Bank. 

To raise funds for the various operations enumerated above, 
the Industrial Bank was empowered to issue debentures not 
exceeding ten times its paid-up capital. Such debentures in- 
cluding external and internal, it was laid down, should not 
exceed the aggregate of the outstanding bank loans, discounted 
bills, national, municipal and prefectural loan bonds, debentures 
and shares of companies owned and the gold and silver held by 
the Bank.’ The long-term debentures are redeemable by lot 
within 30 years reckoning from the year of issue.* Besides these 
long-term bank debentures, discount debentures may also be 
issued which are to be redeemed within one year.” 

The money required for making advances to the various 
industrial companies was raised chiefly by issuing these long-term 
bank debentures and discount debentures redeemable within one 
year. The money was sometimes obtained from other sources, 
as by borrowing from the market in long-term and short-term 
loans. In 1932, 30 million yen was borrowed in this way.‘ 
The Treasury Deposits Bureau, as already noted, also furnished 
money to the Industrial Bank at moderate rates of interest and 
sometimes underwrote its debenture issues. For instance, an 

issue of 6,332,000 yen and of 6,184,000 yen was underwritten by 


1 Art. 12, Law of Incorporation. 

= Art, 16, Law of Incorporation. 

a Arte, 46-48, Bye-Laws of Nippon Kogyo Ginko. 

4 Sixty-firat Report of the Industrial Bank of Japan, for the half-year ending 
June 30, 1932. 
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the Bureau in 1932." The money thus obtained was appropriated 
by the Bank for the purpose of loans to industries and for 
converting bank debentures.’ 

The Bank issued its own debentures both at home and abroad. 
As regards its bonds floated in foreign countries the Government 
guaranteed the capital redemption and interest payment, when- 
ever the occasion required such a step.” It is evident that the 
Bank was designed to introduce foreign capital into the country. 
Its first external loan was a debenture issue, secured by the 
Japanese Government, of £2,000,000 (19,526,000 yen), floated 
in England and France in 1908 at 5% rate of interest.* During 
the first eleven years of the Bank's existence as much as 
350 million yen was raised abroad for financing Japanese enter- 
prises.” This sum included : 


50 million yen raised for Government. 


140s us i P „ Municipalities for public works. 
135 K S he „ South Manchurian Railway. 


The sterling debentures of the South Manchurian Railway 
were issued in London in 1907, 1908 and 1911.° As further 
instances of loan issues in foreign markets, the issues of a 
£6,000,000 loan in London for the City of Tokyo and of a 
$1,974,000 loan in New York for the City of Yokohama in 1926 
may be mentioned.” The Bank signed these contracts as agents 
of the two cities and completed the proceedings accompanying 
these issues. The total amount of external debentures issued 
by the Bank still outstanding was 10,107,633 yen in 1952." 
The issue of own debentures of the Industrial Bank had been 
inereasing from towards the close of the First Great War. The 


1 Sixty-firat and Sixty-aecond Reports of the Industrial Bank of Japan, for the 
half-years ending June 90, 1952 and December 31, 1932. 

2 Sixty-firet Repart of the Industrial Bank of Japan, June 30, 1999. 

3 Source: The Consul of Japan. 

4 Thirty-nioth Annual Table of Bonds and Debentures in Japan (existing on Slat 
December, 1952) compiled by the Industrial Bank of Japan furnished by the authorities 
of the Bank. $i) 

5 Pinancial and Economic Monthly, February, 1927, p. 19. Also Fiftieth Report 
of the Bank, p. 6. 

a Financial and Economic Annual of Japan, 1928, pp. 50-61. 

t Financial and Economic Monthly, February, 1927, p. 19. Also Fiftieth Report 
of the Bank, p. 6. f 

* Thirty-fourth Financial and Economic Annual of Japan, 1934, p. 104. The 
External debentures outstanding (in millions of yen): 1923—10, 1924—54, 1125—64, 
1920—51, 1927—10. 


gg3—1982 B. 
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peak was reached in 1923, the year of the earthquake. The 
enormous funds thus obtained by the Bank were utilised in 
restoring the vast areas devastated by the earthquake. Once again 
during 1931-32 a high point was reached when the Bank, taking 
advantage of the continuous and pronounced monetary ease, tried 
to augment the supply of long-term funds by issuing debentures.’ 
The bulk of the new issues was intended to replace older issues 
bearing a high rate of interest or maturing over a shorter period 
than was desirable. But by the end of the half-year in June 30, 
1933, the total amount of outstanding debentures was reduced to 
a great extent by the liquidation of credits granted to business 
enterprises. The co-operation of banks and other financial 
institutions had enabled these undertakings to consolidate their 
position by public issues and other operations. The Bank was 
keenly alive to the reorganisation of the debt structure among 
the industrial and farming communities. The demands upon it 
or its own debtors were being considerably reduced by conversions 
and other operations carried out under its own direction." 

It may be mentioned in this connection that the Industrial 
Bank not only played in the earher years of its inception an 
important part in the introduction of foreign capital into the 
country, but in the more recent years was also instrumental in 
investing Japanese capital abroad, especially in China. The 
Government encouraged this policy of the Bank by guaranteeing 
its profits on foreign investments within a limit of 100 milhon 
yen. The Bank was also the medium through which the 
Deposits Bureau lent enormous sums to several Chinese enter- 
prises. For example, 7,500,000 yen were advanced to the 
Nanjin Railway, 9,600,000 yen to the Toa Industrial Company, 
2,051,000 yen to Han Yea Ping Company, etc., such investments 
of the Deposits Bureau through the Bank totalling 128,000,000 
yen.” In association with the Bank of Taiwan, the Bank of 
Chosen and other Japanese banks, the Industrial Bank partici- 
pated in numerous loans to Chinese Governments and enterprises. 
Between June and September, 1918, the Bank advanced 
a 10 million yen loan to Kirin Hueing Railway, a 30 million yen 
mine and forestry loan and another loan to the Kaomi-Hsuchow 


U Gixty-second Report of the Industrial Bank of Japan, December 31, 1932. 
+ The Statist, November 11, 1991, International Banking Section, p- 1757, 
3 Herbert Bratter, Japanese Banking, p- 182, p. 223. 
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Shuntefu Tsinantu Railway. Several million yen were also 
advanced to the following development companies formed to 
finance Sino-Japanese industrial enterprises in China, viz., the 
Toa Kogyo Kabushiki Kaisha, the Chunicho Jitsugyo Kabushiki 
Kaisha and Nika Boshaku Kabushiki Kaisha. The Bank, in 
addition, participated in the famous ** Nishihara °" and other 
loans to the Chinese Government. 

This policy of foreign investment pursued by the Industrial 
Bank since the Great War was somewhat similar to the participa- 
tion of the German Banks in loans to foreign Governments and 
enterprises. But in the case of the Japanese Bank, there was no- 
where to be found the success achieved by the German Banks nor 
their insistence for a quid pro quo for the interests of their asso- 
ciated industrial companies at home. A considerable portion of 
the Bank’s loans to Chinese Governments and enterprises had 
become ‘‘ frozen '’ and unrealisable. 

From the foregoing enumeration of the kinds of business 
the Industrial Bank was authorised to transact, it Is abun- 
dantly clear that the institution combined principally the func- 
tions of an issue-house with those of a mortgage bank. Although 
the Bank has been claimed to be essentially a monetary institu- 
tion for industry, it cannot be characterised as a pure industrial 
banking corporation in the sense that it was interested exclusively 
in industrial issue or mortgage business. For, in addition to its 
industrial business it frequently floated and underwrote Govern- 
ment and Municipal loan bonds. It did not even stop there but 
also engaged in commercial banking business, such as the dis- 
counting of bills and the receiving of deposits. 

There is considerable misunderstanding as regards the 
conduct of ordinary banking business by the Industrial Bank of 
Japan. The ‘‘ Foreign Experts ™' who were invited to assist the 
Central Banking Enquiry Committee in India believed that the 
Japanese Bank did not receive deposits or carry on any ordinary 
banking business, and during the discussions with the members 
of the Committee strongly made this point."| But the Bank was 
not only expressly authorised by statute to receive deposits and 
do ordinary banking business but in practice it actually engaged 
in such business in addition to industrial financing. A reference 
to the various balance-sheets of the institution published 


t Discussions with Foreign Experte— Indian Central Banking Enquiry Committee, 
Vol. IV, p- 195, p- 197, p- 270. 
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semi-annually shows that it accepted fixed, current account and 
special current deposits. The amount of such business was 
not insignificant and totalled, at the end of June 30, 1933, 
24,273,147 yen, 3,639,695 yen and 11,335,419 yen respectively. 
Besides these there were special deposits and deposits at notice 
amounting to 19,200,915 yen and 5,682,012 yen respectively. 
These various kinds of deposits ran to 64,131,190 yen in a total 
of liabilities amounting to 578,485,796 yen. On the assets side 
of the balance-sheet, we find that the Bank discounted bills 
amounting to 100,634,622 yen and made call loans amounting to 
7,700,000 yen. Thus the impression that the Bank did no 
ordinary banking business is not correct. It was a mixed banking 
institution with a preponderance of issue and mortgage business. 

As a mortgage bank for industry, it was no doubt empowered 
to furnish loans on the security of real estate, land and factory 
buildings, but an important part of its business was to supply 
money on movables, such as making loans on the security of 
local and national bonds, shares and debentures of companies.’ 
The loans it made to industry are stated to be long-term. But 
according to Article 40 of the Bye-Laws, loans made by the Bank 
could not run for a longer period than five years. Now loans for 
so short a period as five years can hardly be regarded as long- 
term. Wherever specialist institutions are catering for the 
long-term financial needs of industry, the advances are made for 
a period much longer than five years. They generally run for 
periods over ten years and frequently for as long as twenty years. 
Loans running from two to ten years are considered as medium- 
term. Nowhere does a specialist institution designed for the 
long-term financing of industries has restricted the period of its 
long-term loans to five years only. 

In the circumstances the Japanese Bank cannot be said to 
provide long-term industrial finance. Its loans were at best 
medium-term. It is only in the case of ship mortgage loans that 
the period was really long-term. Even here in actual practice loans 
were frequently made for periods less than fifteen years. 
A distinct characteristic of mortgage banks dealing with long- 
term credit is the provision of amortisation for the loans granted. 
In the Japanese Industrial Bank, which claimed to be 
an institution engaged in such type of business, it is remarkable 


t Count Okuma, Fifty Yeors of New Japan, p. 527. Also Marquis Katsura, 
The Banking System of Japan (National Monetary Commission), 
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that there was no statutory provision for amortisation as regards 
its industrial loans generally. It was only in the case of the loans 
against the mortgage of ships that it was provided that the loans 
might be redeemable by annual instalments. It will be seen 
that the Bank had no resemblance to the post-war institutions 
in European countries which were specially designed to grant 
long-term amortisation loans on mortgage of industrial property. 

Although the Bank was authorised to furnish loans on 
mortgages of other real estate, yet those on the mortgage of ships 
and shipbuilding appurtenances were given the greatest 
predominance. There was no other kind of business transacted 
by the Bank for which such detailed and elaborate regulations 
were laid down. It was only in the case of such loans that 
provisions were expressly made in the Law of Incorporation and 
Bye-Laws as to what proportion of the appraised value of that 
mortgaged property could be made as a loan. It was laid down, 
for instance, that the amount of the loan to be advanced on 
mortgages of ships launched or under construction should be less 
than two-thirds of their value as estimated by the Bank and less 
than four-fifths of the insured amount as well, provided that 
euch amount did not exceed that estimated construction value 
reduced by 4/100th per annum after launching." Ships offered 
and accepted as mortgage must not be more than 25 vears old 
at the date of the payment of last instalment for the redemption. 
They must be covered by insurance In a company approved by 
the Bank. The marine mortgage business of the Bank over- 
shadowed in the past every other kind of mortgage business it 
engaged in. It was only in recent years, specially after the pro- 
longed slump in the shipping industries, that it considerably 
developed its mortgage business as regards general industry, large 
and small. In the beginning, as a mortgage institute, it func- 
tioned primarily as a ship mortgage bank. 

Applications for loans from industrial companies were sub- 
iected to very close and stringent investigations by the special 
technical department of the Bank.* Loans were granted only on 
the advice of that department. In assisting industries, the appli- 
cations were, in the earlier years, judged not so much on the merits 
of the security offered but by the potentialities of the industry in 
question and the business reports of the applying company. During 


1 Art. 39 (5). 
2 Source: The Consul of Japan. 
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the panic of 1927, however, the Bank found that it had to make 
readjustments in connection with large amounts of its advances 
and had to take over land and buildings worth half in value of 
what it had actually loaned. Since that time the Bank consider- 
ably revised its loan policy. More attention came to be directed 
to security values. Special interest was taken in those industries 
that were found after a close examination to have the prospects 
of maintenance or development. Loans were made as promptly 
as possible and in recent years the Bank adopted the policy of 
proceeding in the future with less red tape and more expedition 
in the financing of industries.’ 

In the beginning the Industrial Bank was chiefly interested 
in the heavy industries. The shipping, iron and steel, engineer- 
ing and chemical industries used to receive long-term advances 
from the Bank.* The cotton industry, it will be noticed, was 
absent from this list and the remarkable progress of that industry 
cwed nothing to the assistance from the Bank. The industry 
was controlled by powerful firms whose extraordinary financial 
strength rendered them absolutely independent of the Government 
banks.” The Bank’s association with the shipbuilding industry 
of the country was particularly close. The Kawasuki Ship- 
building Company, the Kokusai Steamship Company and other 
concerns received considerable amounts of financial assistance 
from the Bank. It not only made direct advances to the 
shipbuilding industry itself but was also used by the Govern- 
ment as a medium through which State assistance to the industry 
was liberally given. During the First Great War, when the ship- 
building industry was on the highest wave of prosperity, the 
Bank, along with the ordinary banks, invested heavily in the 
industry. But during the slump that followed in the wake of 
the boom, a large portion of the Bank's advances on security 
of ships became unrealizable, many shipping companies being 
unable to pay interest on their loans. Hence the Bank was com- 
pelled to discontinue its policy of making advances to shipping 
companies for several years. It was only in 1929 that the Bank 
was reported to resume this activity when a sum of 2,800,000 

1 ixticth Report of the Industrial Bank of Japan, for the half-year ending 
December 41, 1931, 

3 G. C. Allen, Modern Japan and its Problems, p. 165. 

3 The Industrial Bank has, however, acted as Trustees of mortgage debentures 
of the following Spinning and Weaving Companies: (1) Kurashiki Spinning Co. 
(5 million yen), (2) Toyuma Spinning Co. (2 million yen), (3) Kurashiki Bilk Weaving 
Co. (4 million yen). 
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yen was advanced on the security of seven medium-sized vessels. 
The advances were for less than 15 years and bore interest at 
8%.* Even when the Bank resumed its ship mortgage busi- 
ness, it decided, owing to the prevailing conditions in the 
shipping world, to restrict its advances to those who had been 
engaged in the industry for many years and had proper connec- 
tions at the principal ports of the world.* After the prolonged 
post-war slump in the shipping industry the marine mortgage 
business of the Bank ceased to be so important a line as before. 
In subsequent years the Bank took a great deal of interest in its 
long-term loans business with respect to other industries and as 
a result its mortgage loans business tended to grow. Long-term 
ioans to industry began rapidly to increase since 1926, the peak 
being reached in 1931. The decline of long-term loans since 
1932 was, as we shall see later on, ascribable to a great extent 
to the fact that industrial concerns had repaid a considerable 
portion of their dues and that the liberal assistance from the 
Bank had put them on such a sound footing as to do away with 
the necessity of further loans. 

The following table strikingly illustrates the rapid growth 
of the fixed loans business of the Bank during 1926-33 * :— 


June 80, 1933 


At the ond of the half-year Fixed Loans 
Yen 

December 31, 1926 — ... 193,332,760 
June 30, 1927 ao .. 201,763,294 
December 31, 1927 219,058,151 
June 30, 1928 240,425,655 
December 31, 1928 251,599,827 
June B0, 1929 276,133,280 
December 31, 1929 260,523,782 
June 30, 1980 263,200,049 
December 81, 1930 273,092,957 
June 30, 1931 306,188,956 
December 31, 1981 819,986,376 
June 30, 1932 811,746,055 
December 31, 1932 806,605,897 
278,375,289 


1 Japan Advertiser, May, 1929. 
3 Fifty eighth Report of the Industrial Bank of Japan, for the half-year ending 


December 31, 1930. 
-oa Data collected from the variow Semi-annual Balance abeeta of the Industrial 


Bank of Japan. 
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The rôle of the Bank as an industrial financier was not, 
however, confined to the provision of mortgage loans only. The 
Bank s issue business was even more important than its mortgage 
business. It played a very useful part as an issue house, an 
investment banker and an underwriter. In this capacity it 
assisted a considerable number of industrial companies by floating 
and underwriting the debentures issued by them. In fact, the 
principal way in which it financed industries consisted in floating 
and, underwriting these debentures. The shipping concerns 
naturally received a large measure of its assistance in this respect 
but the assistance rendered to numerous public utility compamies 
and industrial enterprises of various kinds was no less consi- 
derable in the recent years. (1) Railways, (2) tramways, 
(3) electric power, (4) paper, (5) sugar, (6) cement, (7) water 
power, (8) motor bus, (9) rope manufacturing, and (10) artificial 
manure companies were, among others, the principal industries 
whose debentures were floated and underwritten by the Bank in 
present times. The issue business of the Bank was not, however, 
restricted to the underwriting of industrial debentures only, for 
the Bank had on numerous occasions acted similarly on behalf 
of the Government, municipal and local bodies. 


In this matter of floating and underwriting bonds and deben- 
tures, the Bank sometimes acted alone and sometimes in close co- 
operation, with other banks. There ‘were about 15 banks in 
Japan, including the Industrial Bank, the Bank of Japan and 
the ** Big Five ° which usually acted in close association with 
one another for the flotation of the securities. The policy of the 
Bank undoubtedly spread out the risks of investment fairly 
widely and was reminiscent of the practice of German banks. 


Participation or subscription to share capital of industrial 
companies does not appear to have constituted an important line 
ef the Bank’s business and it could be undertaken only with the 
sanction of the Minister of Finance. The provision of initial 
finance for fixed capital expenditure of industry was not, therefore, 
an essential function of the Bank. Its special business consisted 
in the furnishing of capital for extension, modernisation and re- 
organisation of industry. We have very carefully studied the 
semi-annual reports of the Bank for a considerable number of 
vears but nowhere have we come across an instance where the 


institution subseribed to or underwrote the shares of an industrial 
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company, while the underwriting of debenture issues was the most 
important line of activity in every business year. 

With a view to leading industrial finance to its normal 
channels, the policy adopted by the Bank in the years after World 
War I consisted in having its long-term loans to industry converted 


into debentures issued by them for the purpose. 
to have such debentures issued on sound 


directed its efforts 


The Bank 


mortgages and a redemption fund was provided for them." > 

We give below a classified abstract of the debentures of 
various companies floated and underwritten by the Industrial 
Bank of Japan either singly or in syndicates in the years after 


World War I * :-— 
Description 
I. Railway and Tram— 


South Manchurian Railway — 
Oji Electric Tram Co. 
Seibn Railway Co. 

(Second Debenture) 

(Third Debenture) 


South Manchurian Railway Co. 
(Twenty-seventh Debenture) 


Chichibu Railway Co. se 
South Manchurian Railway Co. .. 
Ina Electric Railway Co, — 
South Manchurian Railway Co. ... 
(80th Deb.) 
(81st Deb.) 


H’ ve 


Amount issued 


Yen 


10,000,000 
20,000,000 
6,000,000 


3,500,000 
3,000,000 


50,000,000 

3,000,000 
35,000,000 
11,000,000 
85,000,000 
20,000,000 
30,000,000 


2,265,000,000 


Tl. Electric Light and Power— 


Ina Electric Company 
Formosa Electric Power Co. 
Hakusoan Water Electric Power Co. 
City of Tokyo Electric Enter- 
prises Loan Bonds nea 


10,000,000 
8,000,000 
4,000,000 


3,200,000 


Year of Issue 
Half-year ending 


1926 
1927 


Dec. 31, 
June 30, 


Dec. 31, 1927 


1928 
1929 


1930 
1931 


Dec. 81, 1926 


1 @ixtieth and Sixty-third Reports of the Industrial Bank of Japan, December 31, 


1931 and June 30, 1983. 


2 Data collected from various Semi-Annual Reports of the Bank. 
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Description 
Azumi Electric Company ase 
js Fa „» (2nd Deb.) 
Daido Electric Power Co. 
Hakusan Hydro-Electric Power 
Company * 
City of Tokyo Electric Works 


Hakusan 
Company 


Ibigwa Electric Co. — 
Morioko Electric Light Co. 
Shinano Electric Co. 
Komatsu Electric Co. 
Formosa Electric Power Co. 
Daido Electric Power Co. 


Tobu Electric Power Co. 


Hydro-Electric Power 


Nippon Kai Electric Co. 

City of Tokyo Electric Enterprises 
Fukushima Electric Light Company 
Tobu Electric Light Co. 


City of Tokyo Electric Enterprise 
Short-term Loan 


Hidachi Electric Power Co., First 
Series 


Chubu Electric Co. 


Ill. Cement— 


Yawagi Cement Co, ... 
Onoda Cement Co. ... 
Chichibu Cement Co. ... 


Onoda Cement Manufacturing 
Company s. — 
Asano Cement Manufacturing 


Amount issued 


Yen 


3,500,000 
1,000,000 
19,910,000 


4,000,000 
41,500,000 


4,000,000 
10,000,000 
8,500,000 
3,000,000 
1,200,000 
6,500,000 
15,000,000 
14,000,000 
8,000,000 
15,000,000 
10,000,000 
2,000,000 


17,560,000 


4,640,000 
3,000,000 


3,000,000 
2,700,000 
2,500,000 


3,500,000 


4,640,000 





Year of Tasue 
Half-year ending 


June 30, 
Dec. 31, 


June 30, 


Dec. 31, 
June 80, 


’? 


Dec. 31, 


June 30, 


H+ 


1927 
1927 


1928 


, 1928 


1929 
1930 


1930 


1982 


, 1926 
, 1929 


, 1929 


, 1932 


IV. 


VII. 


Tx. 


X. 
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Description Amount issued 
Yen 
Sugar— 

Teikoku Sugar Refining Co. 5,000,000 

Teikoku ugar Manufacturing 
Company “ae ... 5,000,000 

10,000,000 

Paper— 

Fuji Paper Mill Co. 10,000,000 
T T no Ga .. 10,000,000 
1— 1— 1— ++ ose 10,000,000 
T * s» owe ... 16,000,000 
rH , "> p. 30,000,000 

76,000,000 

Shipping— 

Kakusui Steamship Co. 2,500,000 

Nippon Yusen Kaisha ... 30,000,000 

T T T 15,000,000 
47,500,000 
Rope Manufacturing— 
Tokyo Rope — hs wl Com- 
pany = . 6,500,000 
Artificial Manure— 
Dai Nippon Artificial Manure 
Company ‘a 9, 500,000 
Motor Bus Enterprise— 
City of Tokyo Motor Bus Enter- 
prise consolidated loan bonds ... 2,497,000 
Waterworks and Drainage— 
City of Tokyo Water and Sewer- 
age Works loan bonds . 8,646,000 
City of Tokyo Waterworks nd 
Drainage third loan bonds 12,286,000 
City Utsuno Miya Waterworks 
an bonds 897,000 
City of Tokyo Waterworks —— 
dated loan bonds ... 17,440,000 
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Year of Issues 
Half-year ending 


Dec. 81, 


June 


Dec. 


June 


Dec. 


June 
Dec. 
Dec. 


Dee. 


30, 


ol, 


31. 


30. 
31. 
31. 


31, 


1929 


„ 1927 


1928 
1929 


1928 


1929 


1927 


1927 
1927 
1928 


1928 
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Besides the above, the Bank also assisted in floating and 
underwriting debentures of other industrial companies amounting 


to— 
15,500,000 yen during the half-year ending 30th June, 1931 
18,000,000 yen È x * Bist Dec., 1981 
175,000,000 yen * * * Blst Dec., 1932 


(including 17,020,000 yen 
covering Municipal loan 
bonds of Tokyo plus 
70,000,000 yen for the 
South Manchurian Com- 
pany). 


- 97,000,000 yen ra * * 80th June, 1933 


~ In the years after World War I the Industrial Bank of 
Japan directed its attention chiefly to two problems—that of assist- 
ing rationalisation movement among large industries and of 
providing finance to the smaller industries. After the financial 
panic of April, 1927, the Bank earnestly endeavoured to exercise 
its functions as an industrial banking corporation by generously 
responding to the general tendency towards amalgamation and 
_ reorganisation that was an outcome of depression in a number 
of industries. In subsequent years the Bank came to play a 
Nery important part in the rationalisation of Japanese industry. 
* In many instances it gave its advice as to the proper 
method of reorganisation after an inspection of the affairs of 
the industry. In the case of a large number of financially 
embarrassed industries the Bank actually took part in their 
* reorganisation." With a view to their readjustment, improve- 
* ment or expansion, the Bank even drew up plans or gave 
advice for increase or decrease of capital, reduction of dividend 
or amalgamation or co-operation with another company. Thus 
in several cases where industrial concerns engaged in the same 
business were carrying on in uncontrolled competition with one 
another the Bank called their attention to the value of working 
together and tried to lend an impetus to co-operative action and 
‘ ‘pom rationalised control into practice.’ 
In this manner it actively assisted and initiated a large 
number of reorganisation schemes. The attitude of the Japanese 
Bank offered a sharp contrast in this respect to that adopted by 










t Sixtyfirat Report for the balf-year ending Doth June, 1932. 
2 Fifty-ninth Beport for the half-year ending 50th June, 1931. 
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the B. I. D. of England. With the authorities of the B. I. D., 
the guiding principle was that all schemes for rationalisation should 
come from within the industry. That the initiation of re- 
organisation schemes was not the function of banks, not even of 
such a specialist institution as the B. I. D., appeared to be the 
prevailing banking view of the country. This policy adopted by 
the B. I. D., was considered by many to have hindered the 
progress of rationalisation in English industry. The authorities 
of the Japanese Industrial Bank took an entirely different view. 
They believed that bankers ‘‘ must support the rationalisation 
movement by understanding the nature of business enterprises 
and especially this Bank which had a special mission must work 
towards rationalisation.""* The policy adopted by the Industrial 
Bank with the concurrence and co-operation of industrialists 
bore fruit in Japan. Some of the companies assisted by the 
Bank in this way were found not only to have remained secure 
in the matter of their finances but were also tending to show a 
marked improvement in their management.*. It did its best 
for the improvement and readjustment of industrial business by 
furnishing loans or arranging for the funds necessary for the 


extension and reconditioning of industries irrespective of the size `` 


of the firms so long as they were favourable credit risks.” As a 
result new long-term loans made by the Bank rapidly — 
Between December 31, 1927, and June 30, 1930, the amount 
advanced to various big industrial companies was 67,789,000 
yen.* 

During the financial panic of 1927 and the acute industrial 
crisis of 1930, the Bank generously came to the rescue of a large 
number of industrial companies both large and small which fell 
into dire financial straits. Some of the most important industrial 
concerns were in great difficulties not only to meet their working 
expenses but also debentures and finance bills placed in the 
matket which were due for repayment. When prices were 
rapidly falling and the market for securities was tottering on the 
brink of a severe collapse, the ordinary banks naturally hesitated 
to finance the business concerns in such a plight. But it was 


+ 
. 


1 Speech of the President Schimakichi Suzaki at the General Meeting of 
shareholders of the Industrial Bank held on Sth February, 1990—Fifty-sixth Report of 
the Bank for the half-year ending Slst December, 1929, 

2 Fifty-ninth Report for half-year ending 30th June, 1931. 

3 Fifty-second Report for half-year ending Slat December, 1927. 

4 Fifty-cighth Report for the half-year ending 3lst December, 1930, 
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evident that there was a large number of industrial concerns 
which, having regard to their state of affairs and their manage- 
ment in the past, would not only be able to effect their re- 
organisation successfully before long , if financially aided, but 
would also continue as going concerns with further prospects for 
development in the future. Such enterprises undoubtedly 
deserved support. Under the circumstances, the institution, as 
the Governor pointed out in 1930, was not warranted in sitting 
still without adopting any measure to meet the situation, not 
only in the interest of national industries but also in the fulfil- 
ment of the mission and duties of the Bank. Accordingly 
steps were immediately taken to advance money to such business 
concerns as were considered to be sound and promising after a 
strict investigation. In the making of investigation, the Bank 
tried its utmost to be prompt and correct and advanced to the best 
of its ability to all those who were reasonably in need of money.’ 
The Bank with the approval of the Minister of Finance under- 
took to finance the suffering companies and actually advanced 
them a lump sum of 70 million yen.* Mr. T. Yuki, the 
Governor of the Bank, took a leading part in assisting these con- 
cerns and his statesman-like action to a great extent averted the 
industrial crisis that was threatening to envelop the country in 
1930. The timely assistance rendered by the Bank together with 
the reorganisation effected by the firms themselves contributed 
not only to their own rehabilitation but also to the improvement 
of the position of all the banks that had recklessly financed 
them.’ The Bank directed its attention particularly to ration- 
alisation of industries. In this connection it was soon realised 
that co-operation of bankers and industrialists was absolutely 
necessary to lend impetus to the rationalisation of industry. 
The Bank endeavoured to cement more firmly the relations 
between itself and the industries which had obtained assistance 
from it. The institution also felt that it was necessary to see 
that the money supplied was put to the most efficacious, safe 
und sound use and for that purpose decided to go a step forward 
and share in the management and accountancy of the aided 
enterprises so as to ensure the safety of the money. Accordingly 


1 Fifty-eighth Report for the half-year ending Slat December, 1930, 
2 The Times Trade and Engineering Supplement, Banking Number, June 27, 
1931, p. 27 à 


a The Times Trade and Engineering Supplement, Banking Number, June 30. 
1934, p- 932. 
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since 1930-31 whenever money was advanced to industrial 
companies, the undertakings were not only most carefully and 
deliberately investigated but were also offered ever afterwards 
friendly advice as to their management as a whole or as to their 
accountancy. Able and competent men were also installed in 
important places in the companies concerned. This policy of- 
co-operation initiated by the Japanese Bank in the post depression 
years is reminiscent of the practice of the Great Banks of 
Germany but the analogy is obviously not complete. In many 
instances friendly advice offered by the Bank did not follow the 
reorganisation but preceded it. 

It is interesting to note that the policy of co-operation with 
industrialists adopted by the Industrial Bank had an important 
effect on the bankers in general. Many of them were taking 
the same course of action as the Industrial Bank and entered 
into close association with the industrialists. ‘* Industrialists 
and bankers had often had heart to heart talk over the adoption 
of joint action for readjustment or betterment of the business 
management with the sole purpose of procuring stable develop- 
ment for the enterprise." 7 The attitude of the Industrial Bank 
not only engendered joint action and co-operation between 
bankers and industrialists but even fostered a co-operative 
spirit among the leading banks themselves and brought 
about a re-orientation of the policy adopted by them in 
regard to industrial finance. An important step forward was 
taken towards the establishment of joint action and co-operation 
among bankers when the Industrial Investigation Association 
was formed. The Association was an organ of enquiries 
for the sound investment of banks and other financial 
institutions. In view of the independent investment by banks 
in the past, the advent of the Association was rightly viewed 
as the dawn of joint investment. Relying upon the activity of 
this Association and the results of its enquiries in a good many 
cases, the banks acted in concert or formed the financial 
syndicate in supplying the money. The investment in the Kyoto 
Muslim Company and others was a result of the league of the 
leading bankers.” Under the circumstances the authorities of 
the Industrial Bank also recognised the desirability of the 


1 PFifty-ninth Report for the half-year ending 30th June, 1931. 

2 bid. : 

S Fifty-cighth and Fifty ninth Reports. Also Japan, Today and To-morrow 
(1981-82), p- 50, 
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institution operating jointly to an increasing extent for the 
underwriting and issue of debentures of industrial companies. 

In the subsequent years the Bank's policy was chiefly to 
provide first of all money to those concerns which were urgently in 
need of financial readjustment so that they could effect such 
readjustment. Secondary consideration was paid to demands 
for fresh money. Money was supplied by making loans or 
nnderwriting the issue of debentures. With a view to leading 
industrial finance to its normal channels, the Bank repeatedly 
strove to transform loans into debentures or helped the companies 
fo convert the higher interest-bearing debentures into lower 
interest-bearing ones, thus giving them relief in the conduct of 
their business or lightening their burden of interest. In this 
connection it was interesting to note that as the instrument of 
industrial finance the Bank adopted the positive policy of assist- 
ing even second class business concerns to readjust their internal 
affairs so as to be able to stand on their own legs. The policy 
pursued by the Bank in recent years in financing business con- 
cerns was outlined by the Governor at the general meeting of the 
shareholders held on February 5, 1934: ‘‘ Industrial companies 
in particular were enabled to secure a considerable reduction in 
their interest burdens through the conversion of some three- 
fourths of their debentures on more favourable terms. Almost all 
these loans were secured by mortgage and more than ten of the 
issue were raised on the ‘ open end mortgage’ system. This 
improvement in the method of issue was of great convenience to 
industrial companies for they were enabled to float their loans on 
such a rational basis that they obtained in a large measure great 
advantage in the management of their business together with the 
material improvement of their position or its growth." 

More attention than in the pre-war years came to be 
directed towards the supply of long-term money. In financing 
industries long-term money was supplied as far as possible, 
whenever the industrialists were considered to be fit persons, 
their business affairs were fairly sound and stable and their 
policy of readjusting or improving their affairs definitely known. 

The Bank also tried to raise money for industrial companies 
desirous of obtaining it through the issue of debentures by under- 
writing it. But it was very difficult to obtain adequate finance 


1 Bixty-fourth Report for the half-year ending December 31, 1933. See also the 
Times Trade and Engineering Supplement, Banking Number, June 90, 19%. 
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from this source, the conditions in the money market being such 
as to make impossible the issue of debentures." 

The following principles were laid down by the Bank in the 
post depression years, in close conformity with which the business 
of financing industries was to be conducted hereafter * :— 


1. The term of the loans was to be a long one. 


2. ‘The debentures should be issued on sound mortgages (of 
immovable property). 


3. Good use was to be made of the principles of the sinking 
funds system. 


4. Close touch should be maintained with the factory 
management. 


Industrial Finance for Small and Middle Class Men in Industry : 


Along with the rationalisation of industry the special 
attention of the Industrial Bank in the years after World War I 
was directed towards the provision of finance for small and middle- 
sized industries. In the beginning the Bank was specially 
interested in the heavy industries. Other large-scale industries 
and public utility companies gradually came to obtain a 
considerable measure of the Bank’s assistance. The assistance of 
the Bank now came to be no longer confined to the large-scale 
industries only. On the contrary, the Bank was taking the greatest 
pains for financing small industries. It came to acquire consider- 
able experience in the field of financing small industries and after 
the earthquake of 1923 and particularly after the financial panic 
of 1927, the Bank was exerting itself in this direction even more 
actively. It was recognised that an urgent need of the present 
times was finance for small industrialists and it was the declared 
policy of the Bank in recent years to make particular and 
constant endeavour to supply their financial requirements. The 
provision of financial facilities for small industries was receiving 
the increasing attention of the Bank and an improvement was 
being achieved almost every year in this line of business. A 
careful perusal of the semi-annual reports of the Bank discloses 
that the institution was constantly alive to the difficulties 


1 Sixty-first Report for the half-year ending Jone 30, 1999. 
2 Fifty-ninth Report for the balf-year ending June 30, 1931. Also Sixty-third 
Report for the half-year ending June 30, 1035, 
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experienced by small and medium-sized industries in raising their 
required finances ; and was persistently moved by an intense desire 
to do all it could for them. 

In the latter half of 1931 the Bank took steps to enlarge 
yet further its policy of financing small industries and to increase 
its efforts in that direction. Towards the close of 1932 a further 
necessary extension was made in the facilities of this particular 
department of the Bank's business and an improvement was 
also achieved in the methods of operation. It increased the 
number of staff in charge of this particular department of opera- 
tions and scrutinised closely the real situations in the enterprises 
involved in order to meet their needs justly, promptly and 
appropriately." Before granting its assistance, the Bank 
conducted close investigation into the personal and material credit 
of the applicants as well as into the conditions of the business. 
Assistance was rendered to such concerns only which was fairly 
good or was likely to grow with such help. 

Advances were made to the small industrialists on the 
security of factory, machinery, and real estate. But attention was 
not exclusively confined to the material credit of the applicants 
for loans. ‘Their personal credit was also taken into account. 
There were several instances where material security was abso- 
lutely disregarded. Where the borrowers were of particularly 
reliable character and ability and were able to show excellent 
business records, the Bank did not hesitate to meet liberally the 
financial needs of these enterprising men, even if they were 
unable to offer adequate material security. The Bank adopted 
after 1930 another policy for financing small industries. As the 
security offered by small and middle-class men in industry was 
in the main deficient, the Bank decided to have recourse to the 
plan of making a loan to a group, the members of which would 
be individually liable for a fixed amount.* A constant watch 
was kept over the management of the concerns after they 
received the assistance of the Bank. The attitude of the Bank 
to the small industries appears to have been markedly sympathetic 
and full of solicitude for their welfare. Even in those cases where 
the Bank found itself unable to offer its assistance on account 
of something being wrong with their management, it 
did not, as a rule, show its cold shoulders and drop 


i Bixty-second Report for the ball-year ending December 31, 1932. 
2 Fifty-eighth Report for the half-year ending December SI, 1027. 
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them out at once. On the contrary, it carefully examined 
any such defect, and with a view to improving their 
condition it offered itself as their adviser and took a great deal 
of pains to point out to them what means should be adopted to 
put their house in order. Thus the door was not shut against their 
future financial assistance and the policy actually paved the way 
lor the provision of financial facilities at some other time." 

The results of the policy were particularly happy. Many 
businesses, otherwise indifferent in the management of their 
affairs, actually bestirred themselves to improve their condition 
and get into a position to qualify themselves to obtain an accommo- 
dation from the Industrial Bank. In financing small industries 
as in the case of large industries the Bank did not simply supply 
ihe money but in co-operation with the industrialists also gave 
them its good offices for readjustment or improvement of their 
business.” Financing of small industries in small amount came 
to extend over the whole country. Having regard to the real 
needs in the industrial centres throughout the country, the Bank 
made efforts to facilitate still further this kind of financing by 
making enquiries into applications even from remote places or 
making provision for facilities of several other kinds. The 
Government of Japan which took a great deal of interest in the 
welfare of small industries utilised the Industral Bank as a 
channel, since the earthquake of 1923, through which to extend 
their financial assistance to small men in industry. The Deposits 
Bureau of the Government decided after the panic of 1927 to loan 
50 million yen to small borrowers through the Industrial Bank, 
the Hypothec Bank and the Co-operative Societies’ Central Bank. 
The rate of interest for these loans was 5% to 63% and the 
maximum was limited to 3,000 yen. Again, we find in a Report 
of the Bank that when the Government decided some time ago to 
advance for industrial purposes to the small industrialists and 
traders in the area covering 2 urban and 17 prefectures, as much 
as 10,271,000 yen was apportioned to the Industrial Bank. The 
Bank determined the terms of advances to these classes in the three 
cases, viz., of making the loans directly, through ordinary banks, 
and through the associations of the industries and export trade. 
Financing of small industries was f urther facilitated in this way. 
The assistance rendered by the Industrial Bank to small industries 


1 §Sixtieth Report for the half-year ending December 31, 1931. 
2 Ibid. 
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was particularly great after the earthquake and the financial panic 
of 1927. Besides the usual advances, emergency loans with a 
special lower rate of interest were frequently made. The Bank 
financed various kinds of small businesses covering many rami- 
fications of the manufacturing industry. The chief among them 
were sawing, wood-working, furniture, printing, book-binding, 
machines, tools, ice-making, celluloid articles, plating, glassware, 
food, hosiery, textile goods, dyeing and rubber. Figures showing 
total advances and the number of accounts in which they were 
made are available for the following small industries * :— 


Small Industries 


Total Advances Number of 

(in millions of yen) Accounts 
1. Machinery manufacturing .. 6.0 217 
2. Chemicals et * — 200) 
3. Saw milling i — pee Ai 217 
4. Printing and Book-binding — 289 
5. Spinning and Weaving * — AO 401 
6. Foodstuffs ai oh Sai Br 819 


An analysis of the advances made by the Industrial Bank 
conveys the definite impression that loans to smaller or minor 
industries were rapidly mounting. During the balf-year ending 
on 31st December, 1927, of the total amount of loans for the term, 
piz., 307,794,000 yen, loans for smaller industries amounted to 
12,390,000 yen. In the next half-year ending on 30th June, 
1928, 24,090,000 yen out of a total amount of loans of 
314,640,000 yen were advanced to smaller enterprises, the 
borrowers numbering 1,369. The emergency loans with a special 
lower rate of interest already referred to for business enterprises 
in the local districts totalled 897,730 yen.” For the next term 
which ended on 3lst December, 1928, loans to the smaller indus- 
tries rose to 28,487,000 yen, the borrowers numbering 1,764 out 
of a total loan balance of 323,824,000 yen. The emergency loans 
during the same period amounted to 1,635,000 yen, the number 
of borrowers being 763.* At the end of the term on 30th June, 
1929, the amount loaned for small industries was 19,170,000 


Herbert Bratter, Japanese Banking, p. 181. 

Fifty-sccond Report of the Industrial Bank of Japan, December 31, 1927. 
Fifty-third Report of the Industrial Bank, June 30, 1928, 

Fifty-fourth Report of the Industrial Bank, December 31, 1028. 
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ven out of a total amount of loans of 350,960,496 yen, the number 
of borrowers being 1,770.' During the next period, i.e., the half- 
year ending on 3lst December, 1929, such loans amounted to 
22,764,759 yen out of a total of 380,630,073 yen, distributed 
among 3,039 borrowers.* The following table illustrates the 
rapid growth of such loans in later years * :— 


Half-year ending Advances to small Number of Total Advances 
Industries (Yen) Borrowers (Yen) 
June 30, 1930 .. 28,100,482 3,422 379,663,000 
Dec. 31, 1930 * 1,418,100 328 69,207,000 
June 30, 1931 ... 45,390,000 4,521 456,600, 000 
Dec. 31, 1931 ... 50,243,000 4,845 486,003,000 
June 30, 1932 ... 52,197,000 4,964 484,110,000 
Dec. 31, 1932 ... 63,248,000 5,085 476,090,000 


The figures given above strikingly illustrate what an 
important proportion of the total loans of the Bank was made up 
of the small loans business. Such loans showed a remarkable 
tendency to increase and reached the peak at the end of December, 
1931. There was a tremendous rush of applications for loans 
from small industrialists in that year. But since then the 
demand for loans from them tended to decline. This was partly 
due to the economic recovery of the world, but partly due, doubt- 
less, to the fact that the Bank had supplied ample funds when 
they were urgently in need of assistance. Thanks to the Industrial 
Bank’s efforts, they were very well financed.” 

As regards the result of the business operations of the Bank, 
although it incurred severe losses owing to depreciation of real 
estate and security values when the shipbuilding and other 
industries were caught in the post-war slump, it was satisfactory 
to note that the institution achieved a fairly favourable record 
in recent years. The result of the loans was in general very 
good. The assistance rendered by it in the sphere of industrial 
reorganisation promoted a great deal the rationalisation move- 
ment in Japanese industry. Its mission as one of the special 
financial institutions of the State was accomplished to a 
great extent. Borrowers both large and small of the Industrial 


Fifty fifth Report of the Industrial Bank, June 30, 1929, 
Fifty-sixth Report of the Industrial Bank, December 31, 1929. 
Data collected from various Semi-Annual Reports. | 
Sixty-third Report of the Industrial Bank of Jopan, June 30, 1933. 
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Bank were able to repay their loans generally; and even the 
money that was advanced during the industrial crisis of 1930 
was collected fairly largely. The policy adopted by the Bank in 
helping industrial companies to convert their loans into long-term 
ones or debentures issued by them was in a great measure 
responsible for this collection. Thus the borrowers were not only 
relieved from anxiety about their finances but the crisis in the 
industrial circles was also averted. This, as the Governor observed 
in the 39th Report, must be regarded as the fulfilment, in part, 
of the functions of the Bank to the satisfaction of all. The 
recent business reports of the Bank amply showed that it exerted 
its full strength for the execution of its mission as a special 
financial institution. It maintained its established policy and 
continued its efforts to render financial assistance to its clients 
and industrial companies for ensuring their sound financial stand- 
ing and expansion in their business undertakings. It performed 
a very important function in the industrial life of Japan. At no 
time perhaps were its services more needed than during the world 
depression. Ever true to its mission and faithful to its traditions, 
the Bank rose to the height of the occasion and generally extended 
its sympathy and assistance to the sorely stricken industries of 
ihe country. In assisting a large number of industries, it, how- 
ever, observed a cautious and discriminating policy, insisting, 
wherever necessary, on reorganisation and rationalisation as a 
condition of its assistance.’ The industrial crisis which was 
threatening to envelop Japan in the autumn of 1930 was, it may 
be recalled, averted by the statesmanlike action of Mr. Yuki, the 
Governor of the Bank. 

The industrial development of Japan progressed at 
immensely rapid strides. Between 1895 and 1928 she achieved 
an almost spectacular development and her mainstay was trans- 
formed from agriculture to industry. In estimating the share of 
the Industrial Bank in this amazing industrial progress of Japan, 
however, the influence of other factors should not be forgotten. 
The Industrial Bank was not the only factor in Japanese industrial 
financing. The Hypothec Bank, which was designed on the lines 
of the French ‘ Credit Foncier ’ to make loans on immovable 
property, also engaged actively in industrial financing. The 
Deposits Bureau of the Government lent considerable sums 


! ‘The Statist, November 17, 1934, International Banking Section, p, 757, 
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through the Bank to smaller industries. In the late 1920's the 
Bureau began to play an interesting part in underwriting deben- 
ture issues. In 1929 it was reported to have underwritten a 20 
million yen Daido Electric Power Company issue. The part it 
took in the post-war financing of industry was remarkable. It 
was ever extending its activities and in 1929 it was announced 
ihat it would advance money on security of fire-proof and quake- 
proof buildings in Tokyo and its vicinity.’ 

The local agricultural and industrial banks, which were in 
effect branches of the Hypothee Bank in different prefectures, 
also played a part in the financing of industries because, besides 
making loans to agriculturists and public bodies, they extend their 
assistance to manufactures also. 

The commercial banks of Japan had also a share in industrial 
financing. There was persistent tendency on their part to make 
extensive loans by way of accommodation to industrial concerns. 
In the late postwar years, it may be recalled, owing to an influx 
of deposits into the commercial banks especially after the 1927 
crisis, their tendency for industrial financing was considerably 
increased. Instead of competing with one another to attract 
deposits, they were competing in underwriting the issue of 
debentures.” Besides the commercial banks, savings banks played 
an important part in industrial financing, as they were large 
holders of securities. At the end of June, 1929, they held 
852,955,900 yen so invested, as compared with 3,277,7352,000 
ven held by ordinary banks and 754,657,000 yen held by the 
special banks.” Judging from conditions on March 31, 1929, 
one-half of the securities held by the savings banks consisted of 
other than Government bonds. These savings banks were per- 
mitted to take up or purchase, with the approval of the Minister 
of Finance. debentures and stocks of companies and to make loans 
on pledge of the said securities and also on mortgage of real estate. 
This activity of the Japanese savings banks was somewhat akin 
to that of their American rivals but the latter were invariably 
restricted to first class bonds only (and not shares also) in the 
matter of their investments. 

Private bankers like the famous houses of Mitsubishis, 
Mitsuis, Sumitomos and Yasudas were also responsible for 


t Japan Advertiser, April 9, 1929, p. T 

2 The Times Trade and Enginecring Supplement, Banking Section, June 29, 1929 
p. M, and June 28, 1930, p. 25. See supra, Ch. Iv 
| 3 Herbert Bratter, Japanese Banking. 
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many of the new industries of Japan. These powerful bankers 
extended their activities in the industrial field. There were 
probably few enterprises of importance in Japan in which at 
least one of the groups had no interests. The most powerful 
banking houses were primarily industrialists themselves. 

The insurance companies of Japan had considerable invest- 
ments in mortgages on real estate and on factories as well as in 
security loans. Thus they also played a large part in the long-term 
financing of industry. Their investments and loans on security 
had been rapidly mounting in recent years.’ 

Last but not least, the réle of the Government must not be 
forgotten in this connection. They had a big share in the 
rapid industrialisation of the country. 

Without attempting to minimise the importance of other 
factors in Japanese industrial financing, it must be recognised 
that the Industrial Bank had a considerable share in financing 
the economic development of the country. At the same time, 
however, it must be pointed out that the Government of Japan 
completely identified itself with the working of the Bank. Indeed, 
the Bank would have found it difficult to function, if the Govern- 
ment had not taken such a keen interest in its affairs and had 
not helped it with the immense resources of the Deposits Bureau 
snd in various other ways. 


NOTE 
The Industrial Bank of Japan in the Years after World War II 


The Industrial’ Bank of Japan which had operated as a * Special ” 
organ for more than half a century is being administered since 1950 under 
the Bank Law of 1927. 

In the years after World War II the character of the Bank as an 
institution providing long term industrial capital has been maintained while 
at the same time it has retained its old traditional status of a “* hybrid ”' 
institution. In its general banking activities it is akin to the ordinary 
banks but in its medium-term and long-term financing activities it closely 
resembles a mortgage institution.” 

A study of the recent balance-sheets of the Bank as given in its 
Semi-Annual Reports (1955-56) reveals that as before it discounts bills, 
accepts deposits, and engages in foreign exchange business besides making 
long term loans and issuing debentures. 


1 ‘Thirty-fourth Financial and Economic Annual of Japan, 1934, pp. 112-13. 
2 B. H. Beckhart, Banking Systems, p. 548. 
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In reflection of the Bank's primary character as a long-term credit 
institution, the foreign exchange business handled by the Bank consists 
mainly of the financing of imports of capital equipment and raw materials 
as required by the country’s major industries and of the financing of exports 
of ships, plant facilities, steel products, ete. It also issues letters of 
credit for the import of machinery under the loans granted by the Inter- 
national Bank and the Export-Import Bank of Washington to Japanese 
Corporations." 

For providing long-term equipment capital the Bank as in the past 

has depended chiefly on the issuance of debentures as a long-term and 
stable source of funds needed for its lending activities. The maximum 
limit for the issuance of these debentures is 20 times the Bank's equity 
capital under the Long-term Credit Bank Law. The volume of Industrial 
Bank debentures has been steadily increasing and the amount outstanding 
on 30th September, 1956, stood at 200,033 million. 
- The lons of the Bank have maintained an increasing trend. The total 
loans outstanding on September 30, 1956, amounted to 242,209 million yen. 
By maturities 82% of the loans outstanding were long term loans with 
maturities of one year or more. By uses equipment capital loans accounted 
for 67% of the total. The rankings of the industries in the order of loan 
percentages on 30th September, 1956,7 were: 


(1) Electricity and Gas sie s- 190:5% 
(2) Metals — — s 13.8% 
(3) Machinery ies — 141464 
(4) Textiles Fi he} .. 9.8% 
(5) Chemicals * fos — 8.5% 
(6) Shipping Jik — BBY 
(7) Mining — — s= 6.8% 


As an institution providing equipment capital, the Bank enjoys a leading 
position. Equipment capital loans granted by the Bank accounted for 36% 
of the total equipment capital loans extended by all non-government 
Japanese Banks. 

In the days before World War II the Bank had played a pivotal role 
in inducing the flow of foreign capital into Japan. In the post-war years 
the Bank has retained its traditional characteristic and has been making 
positive efforts to serve ns the proper medium for the introduction of foreign 
capital by conducting surveys on overseas conditions, collecting data and 
exchanging information with related quarters. 

It is interesting to find that the Bank maintains a well-organised 
research department for conducting surveys on economie and financial 
trends in the country- The results of some of the principal surveys are 


1 Semi-Annual Report of the Industrial Bank of Japan, September, 1955. p. 8; 


arch . p. 11 and September, 1956, p- Ll, 
M — — Report, Industrial Rank of Japan, September 30, 1956, p. ő. 
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published in English in a fortnightly bulletin entitled “* Survey of Japanese 
Finance and Industry” and an English Semi-annual ** Industrial and 


Financial Statistics '’, both of which publications are widely distributed 
emong interested circles at home and abroad." 


i Souree—Semi-Annual Reports of the Industrial Bank of Japan, March 31, 1955, 
September 30, 1955, March 31, 1956 and September 30, 1958. 





CHAPTER X 
INDUSTRIAL MORTGAGE BANKS IN Post-War EUROPE ' 
I. The Industrial Mortgage Bank of Finland, Ltd.* 


The Industrial Mortgage Bank of Finland was one of the 
earliest and most important of the institutions that were 
established in post-war Europe to grant long-term credit to 
industry through the issue of mortgage bonds. The name of the 
Bank in Finnish, as given in the Articles of Association, was 
‘ Suomen Teo-lliuus-Hypoteekkipankki O. Y." and in Swedish 
“ Industri-Hypoteks banken-i-Finland A. B.” It was founded 
in 1924 with a paid-up share capital of 50 million Finnish marks, 
divided into 5,000 shares of 10,000 marks each. It was 
empowered to issue bonds. By an amendment of the Articles of 
Association, made on April 11, 1934, the total amount of the 
outstanding bonds of the Bank was limited to ten times the 
amount of its share capital and reserve fund. The Bank was 
further entitled to take up short-term credit not exceeding double 
the amount of the Bank’s own funds, provided the security for 
the credit did not consist of the Bank’s own bonds.” 

For some time before the establishment of the Bank 
negotiations had been taking place between the Bank of Finland 
and the largest jointstock banks and the leaders of Finnish 
industry for the purpose of establishing a mortgage bank for the 
‘ndustries of the country. The idea was to obtain capital from 
foreign countries on reasonable terms by means of bond issues 
and to use the funds thus obtained for advancing amortisation 
loans to industrial enterprises on mortgages of their real estate, 
ground, forests, water-power and factory buildings. The plan 


1 ‘The substance of this Chapter appeared in tbe form of a series of articles in the 
Calcutta Review, June, July and September, 1034. 

a The entire information about this Bank has been obtained direct from Finland. 
Mr. Gustaf Fogelholm, the Managing Director of the Bank, kindly replied to a detailed 
questionnaire framed by the writer and also furnished him with the Annual Reports, 
Balance-Sheets, and Articles of Association of the Bank, 

s Chapter IT, Sec. 8, Articles of Association (Amended), llth April, 194. 
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attracted the attention of the Government, who considered the 
matter to be one of great public interest and on the 26th May, 
1924, laid before the Diet a proposal for a State guarantee of a 
foreign loan not exceeding the equivalent of 500 million Finnish 
marks.’ 

The scheme submitted to the Government for the statutes of 
ihe proposed Bank was confirmed on 5th June, 1924, and the 
constituent meeting of the shareholders of the Bank was held on 
ihe following day. It was announced in the meeting that the 
entire share capital of the Bank had been paid up on the same 
day. The shares were divided into two series, of which 80% 
belonged to series ‘ A * and 20% to series * B '. The‘ A’ series 
of shares was taken over by the founders, the participating banks, 
viz., A. B. Nordiska Forenings banken, Kansallis-Osake-Pankki 
and Helsingfors Aktie bank; the remainder, the * B° series of 
shares, was to be taken over by those owners of industrial enter- 
prises who would receive financial assistance from the Bank to 
an amount equal to a fixed percentage of their borrowings.” 

The object of the Bank was to supply the long-term credit 
requirements of the industries of Finland by granting amortisation 
loans to industrial enterprises on mortgage of their real estate, 
ground, machinery, forest, water-power and factory buildings in 
Finland, in accordance with the law for mortgage in force.” It 
did not provide initial capital to industrial concerns by subscribing 
to or underwriting their shares. The provision of working capital 
to industry was not also its business.“ The amount of loan 
granted in each case should not exceed 50% of the appraised 
value of the industrial property mortgaged. Two unprejudiced 
specialists were to be employed by the Board of Directors for the 
purpose of valuation. In assessing the value of the property, 
attention was to be paid not simply to its value as such but also 
to the security which the undertaking represented by its 
remunerativeness in regard to payment of interest and amortisa- 
tion. The period for amortisation of loans was not to be more 
than 25 years.” The buildings and machinery belonging to the 
borrowing industrial undertaking must be insured against fire in 


1 Report of the Industrial Mortgage Bank of Finland, Ltd., 1924, Helsingfors, 1925. 

s Letter to the writer from the Managing Director, Mr. G. Fogelbolm in reply 
to a questionnaire, dated the 6th November, 1934. 

> Ch. I, See. 1, Articles of Association, 1934. | 

& Letter to the writer from the Managing Director of the Bank, op. cit. 

s Ch. TL Sec. 5, Articles of Associstion. . 
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an institution approved by the Board before a loan can be granted. 
According to Sec. 6 of the Bank's statutes, the borrowing 
enterprise should also furnish, besides the mortgage deed for the 
nominal value of the loan, a separate interest-bearing undertaking 
for an amount equal to 50% of the nominal amount of the loan, 
as security for which a mortgage should also be obtained." The 
Bank could not lend more than 15% of its total borrowing to one 
and the same industrial undertaking.” 

The Board of Directors of the Bank consisted of seven 
members, of whom one member was appointed according to the 
instructions of the Ministry of Finance because of the guarantee 
given by the Finnish State to the bond loans taken up abroad 
by the Bank. This member participated in the management of 
the Bank on the same right and in the same way as the other 
members of the Board. The other members were elected by the 
participating banks and the borrowers of the Mortgage Bank. 
Originally it was laid down by the statutes that the owners of 
shares belonging to series * A ` should elect 3 members and those 
of shares belonging to series * B’ another 3 members. At a 
special meeting of the shareholders held on 25th June, 1924, 
the statutes were altered, in compliance with the wishes of the 
syndicate granting the bond loan, in such a manner that the 
holders of ‘ A’ shares would elect 4 members and those of * B ’ 
shares 2 members.” The amendment was confirmed by the 
Government on 10th July, 1924. The Board of Directors were 
to determine the bases and detailed instructions for the valuation 
of property on which loans were to be granted ; to decide as to 
the issue of bond loans and other loans on behalf of the Bank and 
as to the security to be provided for them ; and to determine the 
general conditions of loans. , 

The Bank had to transfer 25% of its annual profits to 
a Reserve Fund until the fund amounted to 25% of the share 
capital and thereafter not less than 5% until the reserve fund 
amounted to 50% of the share capital. A dividend not exceeding 
6% might only then be paid out to shareholders. Of the 
balance remaining, one-half should be transferred to a fund for 
redeeming the guarantee undertaking referred to above.* The 
remainder was at the disposal of the meeting of the shareholders. 


Ch. M, Sec. 5. 

Ch. ITI, Sec. 7. Re 
Ch. IIT, Sec. 17, Articles of Association. 
See Sec. 6 of the Articlea of Association. 
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The loss in any year was to be covered in the first instance by 
unappropriated profits and the reserve fund. But if these were 
not sufficient to cover the loss, the Bank was entitled to have 
recourse to the undertakings delivered by the borrowers in addition 
to the mortgage deeds, the required amount being divided among 
all the borrowers in proportion to the outstanding amounts of 
loans.’ 

The Bank's negotiations for obtaining a bond loan from 
abroad were completed early in July. An American consortium 
with Messrs. Lee Higginson of Boston at its head, agreed to 
grant to the Bank a bond loan of 12 million dollars at 7% 
interest; and the agreement was signed on the 7th of July in 
London. As soon as the bond loan was settled, the Board took 
steps to organise the business of the Bank with great care and 
effort. The principles and manner of valuing the different forms 
of real estate to be mortgaged as security by the borrowers, forest 
land, machinery, and water power, were carefully determined ; 
and a staff of technical experts was employed to assess properly 
the value of these properties. Thus at a meeting of the Board 
held on 2nd August, 1924, separate ‘‘ assessors "’ were appointed 
for valuing different forms of industrial property: two for 
buildings and machinery, two for landed and forest property and 
three others (two being regular and one a substitute) for water 
power. In consultation with these ‘‘ assessors '’ the Managing 
Director framed questionnaires to which prospective borrowers 
were required to reply. Besides these specialists, the Board 
had already selected as early as July three other gentlemen to 
participate in the capacity of experts in the decision of important 
questions by the Board,’ 

At meetings of the Board, held on 30th July and 4th August, 
1924, terms were drawn up for the amortisation loans which 
the Bank would grant out of the funds secured by the bond loan 
on real estate security as prescribed by the statutes. The debt 
undertakings were to be made out in dollars and would bear 
interest at 74% and be amortised by means of equal payments 
to be made semi-annually during the same period as the Bank's 
bond loan, i.e., 20 years reckoning from Ist July, 1924. The 
same capital rebate as allowed on the Bank's loan would also be 
allowed on the amortisation loans. These terms were outlined 


1 Ch, IV, Sve. 23. | : 
2 Report of the Industrial Mortgage Bank, Finland, 1024, Helsingfors, 1925. 
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in detail in a prospectus which was issued to owners of Finnish 
industrial concerns. 

The Bank began operations on 21st August, 1924. Appli- 
cations to be sent in before the 15th of October were invited for 
loans from owners of industrial concerns in Finland by issuing 
notices in the press. One hundred and five applications for loans 
were received, amounting to a total of 560,255,000 Finnish 
marks. These applications were dealt with during October, 
November, and December. Sixty-two applications totalling 
41,680,000 Finnish marks were refused and 27 amortisation 
loans were granted altogether for 387,824,814 Finnish marks 
equivalent to $9,768,887 (at an exchange of 39.70). Of this 
sum 259,787,311.70 Finnish marks (equivalent to $6,543,761) 
were taken up during the year. ‘There still remained 16 
applications amounting to 130,750,186 Finnish marks to be 
dealt with while, of the funds obtained through the bond loan, 
76,665,186 Finnish marks only were still available for disposal, 
when the year closed." 

The value of the property mortgaged by the borrowers as 
security for the amortisation loans granted during the year was 
assessed at Finnish marks 1,060,678,701.25. The loans granted 
thus represented on an average 36.6% of the assessed value of 
the mortgaged properties and afforded ample security to the 
Bank. 

After five years, the Bank was again able in 1930 to assist 
Finnish industry by the grant of amortisation loans. It took up 
in that year a fresh bond loan of £2,000,000 at 6% to be redeemed 
by annual instalments in 25 years (15th April, 1955). The 
contract for the loan was concluded on April 15, 1930, between 
a syndicate composed of several financial institutes,” the Bank 
and the Government of the Republic of Finland which signed a 
guarantee for the loan. According to the terms of the contract 
the proceeds of the bond loan were to be employed for granting 
amortisation loans to industrial concerns in Finland against a 
first or second mortgage on real estate belonging to them. The 
mortgage deeds of the amortisation loan were to be deposited 
with the Ministry of Finance as soon as they were duly completed. 


3 Report of the Industrial Mortgage Bank of Finland, 1924, Helsingfors, 1925. 

2 They were—Hambros Bank, Ltd., London; J. Henry Schrocder & Co., 
London; Mendelssohn & Co., Amsterdam; Nederlandsche Handel Maataschappij 
N. V.. Ameaterdam ; Stockholms Enskilda Bank, Stockholm ; the Bank of Finland, 
A. D. Nordiska Forening¢ banken, Kansallis-Oaake-Pankki and Helsing!ors Aktie bank 
— in Helsingfors. 
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The proceeds of the bond loan were paid to a special account 
in the Bank of Finland. The Industrial Mortgage Bank 
would have to produce a certificate from the Minister of Finance 
that the mortgage deeds had been deposited with the Bank 
Inspectors, or other approved securities equivalent to a corres- 
ponding amount had been presented, whenever it wanted to 
draw upon the proceeds of the bond loan deposited in the Bank 
of Finland. As the completion of mortgage deeds takes a long 
time in Finland, the Board of Directors of the Mortgages Bank 
submitted to the Minister of Finance that the joint sureties 
of the three participating banks should be accepted as the 
temporary security. It was also proposed that, in those cases 
in which the mortgages could not be completed at once, the Bank 
would pay the amounts of the loans for the amortisation loans 
granted on the temporary surety of one of these banks, in 
which case the joint surety of the three banks should remain in 
force, until all its mortgage deeds duly completed had been 
deposited with the Bank Inspectors, to whom the Ministry of 
Finance had entrusted the charge of these documents. The 
proposal was approved on 15th April, 1930, and immediately 
afterwards the joint surety undertakings of the three shareholding 
banks were deposited there. The terms for the amortisation 
ioans to be granted out of the proceeds of the bond loan were 
decided by the Directors at their meeting held on the 23rd of 
April, 1930. The same term of amortisation was fixed as for 
ihe bond loan: the same capital rebate was also to be allowed as 
on the Bank’s bond loan. The annual instalments were to be 
paid every six months at the rate of 3.995% of the nominal 
amount of the loan, equivalent to an annual rate of interest of 
6.2%. The mortgage deed and the guarantee of 5% of the 
amount of the loan as demanded by the statutes of the Bank were 
to be made out in pounds sterling.’ 

As before, notices were issued in the press inviting 
applications for loans from Finnish industry. During May, 1930, 
128 applications were received, totalling Finnish marks 
938,272,150. One hundred of these were refused and one was 
left undecided, the valuation not being ready when the year 
closed, The remaining 27 applications amounting to Finnish 
marks 380,302,350 (£1,971,500) were granted. The total 
assessed value of the industrial property hypothecated to the 


i Report of the Industrial Mortgage Bank of Finland, Lad., 19390, Kuopio, 1931. 
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Bank as security for the loans granted amounted to Finnish 
marks 1,188,650,746. The amount of the loan, therefore, 
represented 32% of the total mortgage valuation. But in 
several cases the securities of the loans granted consisted of 
second mortgages. There were earlier mortgages on the 
property amounting to Finnish marks 126,209,960 or 10.6%. 
These mortgages consisted mostly of the securities for the dollar 
loans issued by the Bank in 1924 and 1925. 

By 1932 the mortgage deeds for the 45 mortgage loans 
granted out of the funds obtained by the Bank from the bond 
ioan of Ist July, 1924, were duly registered and deposited with 
the Bank Inspectors. Of the 28 mortgage loans granted from the 
proceeds of the bond loan of 15th April, 1930, 20 were also duly 
registered and deposited. No new mortgage loans were granted 
during 1932' and 1933.7 A new 6% bond loan for 5 
vears was issued by the Bank in 1934. The object was to 
obtain the necessary funds for redeeming the entire outstanding 
amount of $6,300,000 of the bond loan of 12 million dollars issued 
in the United States in 1924. The Government transferred 
to this loan the State guarantee granted on the dollar loan. It 
was underwritten by a syndicate consisting of A. B. Nordiska 
Forenings banken, Kansallis-Osake-Pankki and Helsingfors 
Aktie bank.” In accordance with a decision of the Board of 
Directors, 11 mortgage loans were granted during 1935 to the 
total amount of Fmk. 47,500,000 out of the funds deposited in 
Finnish banks. The Bank furnished assistance to middle-sized 
firms as well as larger industrial concerns. Its assistance was 
generally confined to the export industries, owing to the condi- 
tions of the guarantee granted by the Government for its bond 
issues. Both the bond loans of 12 million dollars and 2 million 
pounds were guaranteed by the Government. There was no 
system here, as in the case of the Industrial Bank of Japan, of 
the Government lending to it at favourable rates of interest. 
The Bank did not work as a commercial bank but only for its 


t Report of the Industrial Mortgage Bank of Finland, Ltd., 1932, Kuopio, 1933. 
2 Report of the Industrial Mortgage Bank of Finland, Ltd., 1038, Helsingfors, 


® Report of the Industrial Mortgage Bank of Finland, Lid., 1934, Helsingfors, 
* Report of the Industrial Mortgage Bank of Finland, Ltd., 1996, Helsingfors, 


` 391—1982 B. 
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industrial customers. It made no short-term loans ; it discounted 
no bills ; and it accepted no deposits, either long or short." 

The financial results of the Bank's business, as seen from 
the latest balance-sheets and profit and loss accounts, were not 
unsatisfactory. The annual profits for 1930, 1932, 1934 and 
1936 amounted to Fmk. 651,346.19, Fmk. 3,237,122.03, Fmk. 
1,270,081.41, and Fmk. 30,11,397.36 respectively. In estimat- 
ing the profits of the Bank, the high amount of taxation paid 
should be taken into consideration. Finnish limited liability 
companies had to pay an unusually heavy income-tax as well as 
a tax on property. The amount which the Bank had to pay as 
taxes every year was not inconsiderable.* This acted as a great 
burden on the institution and put great difficulties in the way of 
its fulfilling the task of arranging cheap long-term credits for 
Finnish Industry.” It is satisfactory to note that as regards its 
mortgage loans, the Bank was not obliged to protect its rights 
at any forced auction nor to resort to any other legal measures 
for collecting its claims.* 

The Bank’s own bonds outstanding at the end of various 
vears between 1924 and 1934 are given below (in Fmk.)* :— 


1924 1930 1932 1933 1934 


476,400,000 719,940,000 645,511,290 613,556,307 8,753,319 


II. The National Hungarian Industrial Mortgage Institute, Ltd.* 


Like the Industrial Mortgage Bank of Finland, the National 
Hungarian Industrial Mortgage Institute was specially designed 
lor granting long-term amortisation loans to the industries of 
Hungary. It was founded in 1928 by the Royal Hungarian 
Treasury and the National Union of Manufacturers (Gyariparosok 
Országos Szévetsegé)’ of Budapest under Law XXXT of the same 


1 Souree: Letter from Mr, Gustat Fogelholm, the Managing Director of the Bank 
dated the 25th September, 1933, replying to a questionnaire framed by the writer. 

* For instance, the Bank paid as taxes Fmk. 639,096.60 in 1930 and Fmk. 
759,045.70 in 1932. 

3 Report of the Industrial Mortgage Bank of Finland, Ltd., 1930, Kuopio, 1331. 

4 Report of the Industrial Mortgage Bank of Finland, Ltd., 1936, Helsingfors, 
1937. 

* Balance-Sheets of the Industrial Mortgage Bank of Finland, Ltd., for the years 
1024, 1950, 1932, 1938 and 1934. 

€ The requisite documenta were obtained from the authorities of the Institute in 
Budapest with the assistance of the Royal Hungarian Consul in Tndin, 

e “ Federation of Hungarian Factory Tadustrics." 
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year. Unlike the Finnish institution, the State participated 
here in the share capital of the Institute. The Royal Hungarian 
Treasury subscribed to 80% of its original capital which 
«mounted to 10 million pengos (1.e., $1,749,000) consisting of 
10,000 shares, each share having a nominal value of 1,000 
pengos. The remaining 20% of the shares was subscribed by 
the National Union of Manufacturers and its Industrial Member 
Unions. According to the Articles of Association, only 30% of 
the original capital had to be paid forthwith.’ According to 
the latest balance-sheets available, 60% of the authorised and 
issued capital of the Institute, i.e., 6 million pengos, was paid 
up. The Royal Hungarian Government exercised supreme 
control over the Institute through its Minister of Finance. The 
latter appointed a commissioner who permanently supervised the 
carrying on of the business of the Institute in accordance with 
the Law and Articles of Association and also controlled the issue 
of bonds, which must bear his certificate. He had access to all 
papers and documents and was bound to attend the General 
Meeting of the Institute and might attend any meeting of the 
Board of Directors and of the Council of Supervision. Any 
resolution passed by the General Meeting or the Board which 
was not consistent with the Laws or Articles of Association of 
the Institute might be vetoed by him within 8 days from the 
passing of such resolution. All resolutions vetoed in this 
manner were to be held in abeyance pending the decision of the 
Minister of Finance.’ 

According to the Articles of Association, at least two-thirds 
of the Board of Directors must be citizens of Hungary. Any 
person who held any office or employment with any other 
Hungarian Institute having a similar scope of business or with 
any financial institute having close connections with indus- 
trial enterprises was debarred from being elected to the 
Directorate.” No loan could be granted if objections are raised 
by two or more members of the Board of Directors. 

Besides the General Meeting of the shareholders and the 
Board of Directors, there is a third organ of the Institute, viz., 


t Articles of Association of the National Hungarian Industrial Mortgage Institute, 
Ch. IT, para. 6. 

2 Chapter VIII, paras, 38-41 of the Articles of Assoviation, adopted at the 
constituent meeting of the Institute on 29th August, 1028; approved by the Royal 
Hungarian Minister of Finance in concufrenco with the Royal Hungarian Minister of 
Commerce and the Royal Hungarian Minister of Justice. 

a Articles of Association, Ch, IV, para, 25, 





290 INDUSTRIAL FINANCE IN INDIA 


the Council of Supervision. No member of the Council could 
accept an office or employment with any other financial institute 
in Hungary as conducting similar business. At least three of 
the members must be citizens of Hungary. The Council 
supervised the carrying on of the business of the Institute in 
all its branches. It could always inspect the books, papers and 
cash in hand of the Institute.’ 

The objects of the Institute were to carry on exclusively the 
following business transactions, viz. :— 

(1) To grant, either in Hungarian or any other currency, 
loans, secured by mortgages registered in the Central Register of 
industrial enterprises in accordance with the Law XXI of 1928, 
to Jointstock Companies and Co-operative Associations carrying 
on industrial enterprises. 

(2) To issue first mortgage bonds on the basis of loans 
secured on the mortgages enumerated in the preceding paragraph, 
made out in the same currency in which the claims constituting 
the underlying security of the issue were made out.* 

The Central Register of industrial enterprises referred to 
above was kept in the Royal Court of Justice in Budapest and 
contained provisions enabling enterprises registered therein to 
mortgage not only their land and immovable assets but also their 
machinery, plants, stocks, work in progress, book debts and other 
current assets.” Such mortgaging, however, allowed the mort- 
sagor to carry on the business of the industrial enterprise and to 
conclude legal transactions connected therewith and incidental 
thereto, alienating his movable assets and pledging them in 
favour of third creditors.* 

The issues of the first mortgage bonds of the Institute must 
be made with the approval of the Government Commissioner and 
the Trustee of the Bondholders whose representative, like the 
Government Commissioner, had access to all documents and 
papers having reference to the business of the Institute. In 
connection with the issues of such Bonds, there must be 
set aside out of the capital of the Institute a special Reserve 
Fund earmarked to secure such bonds equal to 20% of the 
principal amount of bonds issued. The aggregate amount of 


Articles of Association, Ch. IV, paras. 80.91, 

Articles of Association, Ch. ITI, para. 9. 

Law XXI of the year 1928 on Industrial Bonda, para, 3. 
Law XXI of the year 1928 on Industrial Bonds, para, 5. 
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the nominal value of the outstanding mortgage bonds should not 
exceed five times the amount of the Special Reserve Fund of that 
issue.’ This fund must be invested in securities approved by 
the Government Commissioner and the Trustee for the Bond- 
holders payable in the same currency as that of the bonds in 
respect of which such reserve was created.” Besides this 
special Reserve Fund at least 10% of the annual net profits was 
to be carried to the ordinary reserve of the Institute. A portion 
of the remaining profits, not exceeding 5% was to be applied 
to the benefit of the employees of the Institute. After all these 
deductions were made, the balance was available for distri- 
bution as dividends, but in no circumstances dividends were to 
exceed a rate of 5% per annum on the paid up capital.’ 

The Institute granted loans on written application from 
industrial enterprises. The applicants must correctly answer 
the questions set forth in the prescribed application forms 
and must furnish all details regarding their financial position. 
They must also make a statement that they would allow the 
Institute to make full enquiries into their financial situation and 
would authorise the Institute and the Trustee of the Bondholders 
to examine the books, the way of carrying on their business. 
as well as all circumstances connected with their finances.“ 
Loans on first mortgages, securing the bond issues of the Insti- 
tute, would only be granted provided that— 

1. Tangible assets (exclusive of goodwill, patents, trade 
marks, etc.) so mortgaged by industrial enterprises were found 
to have a “' basic value,” by independent valuers employed by 
the Institute, of not less than three times the total amount of 
the loan. The ‘‘ basic value," which was the basis upon which 
loans were to be granted was estimated by careful computation 
and comparison of the book value, the going concern value and 
the break-up value in a forced sale of the borrowing concern.’ 

2. Quick assets of the borrowing enterprise covered the 
principal amount of mortgage loans as to 100%. 


1 Articles of Association, Ch. ITI, paras. 10-11. 

3 Articles of Association, Ch. V, para. 35. 

3 Letter, dated the 26th October, 1928, from the Chairman and Managing Director 
of the Institute of Messrs. Guaranty Trost Company of New York. Also Ch. IIT, 
para. 10 of the Articles of Association. 

4 Articles of Association, Ch. X, para. 43. 

s Articles of Association, Ch. X, para. 44. 
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3. The borrowing industrial enterprise could satisfy the 
Institute that on the basis of its last ordinary closing account 
made up in the then existing gold currency of Hungary, available 
net profits, after due provision had been made for regular 
depreciation of plant, buildings and machinery, for bad and 
doubtful debts and taxes, were sufficient for the preceding fiscal 
vear to cover the annual interest and amortisation payable on 
the loan not less than three times, and after 1929, only if this 
result was shown on the mean net profits for the preceding three 
years. 

4. The Board of Directors of the Institute were satisfied 
ihat there were no special reasons to anticipate that such profits 
would not be maintained in future. 

5. No loan should be granted when more than one Director 


objected thereto. 


6. That in lieu of (2), (3) and (4), other appropriate full 
recurity, approved by the Government Commissioner, the 
Trustee for the Bondholders and the Board of Directors of the 
Institute, was given for the mortgage debt as to both principal 
and interest.’ 

All mortgagors must maintain the conditions as set forth 
above and keep the mortgaged properties in first class working 
order and fully insured against damage by fire, acts of God or 
any other casualty and also against chémage (stoppage of 
work). They were to permit the Institute, at any time when it 
or the Government Commissioner or the Trustee for Bond- 
holders considered it necessary, to have an audit or revaluation 
of its assets made.* 

The minimum loan that the Institute might grant must not 
be less than 10,000 pengos or the equivalent in the foreign 
currency thereof. The loan might be given either in ready 
money or in bonds issued by the Institute according to its option. 
The object of the Institute was not to make profits and declare 
very high dividends. Hence the rate of interest to be paid by 
debtor enterprises was not to exceed the rate of interest of the 
bonds to be issued on the basis of the loan. Besides this interest, 
they had to make a fixed contribution to cover the administration, 
management and other expenses of the Institute as determined 

1 Letter, dated October 26, 1928, from the Chairman and Managing Director of 
the Institute to Messrs. Guaranty Trust Company of New York. (Information issued 


by the Company.) 
2 Articles of Association, Ch. III, para. 10. 
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by the Board of Directors in concurrence with the Government 
Commissioner." They were also to make to the Institute semi- 
annual cumulative amortisation payments on their debt, 
calculated in accordance with a regular amortisation schedule, to 
repay such loans with interest by the date of the maturity of the 
bonds in respect of which the mortgages had been created. 

A separate amortisation fund was to be created for each 
issue of first mortgage bonds out of the sums paid in by the 
debtors in accordance with the plan of amortisation on the title 
of principal, interest and annuity-instalments. The amortisation 
fund was to be kept quite separate and distinct and must be 
applied at the earliest date of payment in amortisation of the 
bonds of the Institute. Pending application in redemption of 
honds, however, the fund might be temporarily invested with 
the approval of the Government Commissioner and of the Trustee 
lor Bondholders in— 

(a) Buying fixed interest-bearing securities officially quoted 
on the stock exchange ; 

(b) Advancing loans for a period of not more than 3 months 
on such securities up to the maximum of three-fourths of their 
market value quoted in the stock exchanges ; 

(c) Discounting bills of exchange maturing within three 
months ; and 

(d) Discounting abovementioned securities and coupons 
thereof which fell due or would fall due within the next six 
months.’ 

The first mortgage bonds were to be redeemed at their face 
value in ready money within the term indicated on them by way 
of drawings, up to an amount not less than that corresponding 
to the amortisation in accordance with the sinking fund scheme 
of the mortgage loans. The Institute, however, was empowered 
to make at any time extraordinary drawings after having given 
previous notice thereof by advertisement.* 

The mortgagors were entitled to repay their debt in advance 
of the regular amortisation schedule at any time. They might 
even be required by notice to pay in advance under the following 


circumstances * : 
(1) When the borrowers were declared bankrupt ; 


Articles of Association, Ch. X, para. 48. 
Articles of Association, Ch. X., para. 61. 
Articles of Association, Ch. X, pars. 62. 
Articles of Association, Ch. X, para. 45. 
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(2) When they failed to pay in due time all wages, salaries 
and other preferential liabilities ; 

(3) When they failed to comply with their obligations under 
contract, inspite of intimation, within the term fixed ; 

(4) When, after the grant of the loan, it appeared that the 
particulars which they put at the disposal of the Institute and 
which served as the basis of the loan were inconsistent with the 
facts at the time of granting the loan ; 

(5) When, in the course of revaluation ordered by the 
Institute, it was found that the value of the assets mortgaged had 
undergone such changes that the claim of the Institute had 
discontinued in pursuance of the Articles of Association to be 
properly secured, 

Payment of principal made voluntarily in advance of the 
regular schedule would be applied to redemption by purchasing 
bonds of this issue in the open market at prices not in excess of 
par plus accrued interest. If bonds were not available or when 
payments were not voluntary, such payments would be applied by 
additional drawings in respect of the sinking fund. All bonds 
redeemed were to be cancelled. 

As regards the enforcement of its claims, the Institute enjoyed 
special privileges. The law-courts were bound to issue, within 
three days of a notification by the Institute that a mortgagor had 
defaulted, authoritative decrees for the seizure of the assets of 
defaulting debtors and the sale thereof at auction." Law XXI of 
1928 provided that in case of default or when the claim seemed to 
have discontinued to be properly secured in consequence of 
changes in financial conditions, the courts should, on application 
from the Institute, direct appropriate measures for safety—among 
others, sequestration. The Institute might be appointed sequestri 
curator, if it so desired. The sequestri curator so appointed had 
the right to take possession of the enterprise and carry on its 
business until the legal procedure of the enforcement of the claim 
~ was completed.? Under the Law, the book entries and accounts 
‘signed on behalf of the Institute constituted legal proof. 

The mortgages on properties and assets of the borrowing 
industrial enterprises, on the basis of which the first mortgage 


t Letter, dated the 26th October, 1028, from the Chairman and Managing Director 
ot the Institute to Mesars. Guaranty Trust Company of New York. (Information issued 


by the Company.) 
4 2 Para. 18 of the Law XXI of 1028, 
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bonds were issued, were protected from the levy of any execution, 
even for public taxes and except in the case of compulsory 
winding up or bankruptcy, third persons could not acquire any 
rights concerning them.‘ 

The first bond issue of the Institute was an issue of 
$5,000,000 twenty-year First Mortgage Sinking Fund 7% Series 
' A gold dollar bonds. The bonds were in coupon form, in 
denomination of $1,000, and were dated November 1, 1928. 
They were to mature on November 1, 1948. The interest was 
7% per annum payable semi-annually on May 1 and November 1 
of each year. The principal and interest were payable in gold 
coin of the United States, of or equal to the standard of weight 
and fineness existing on November 1, 1928, at the principal office 
of Guaranty Trust Company of New York or at the option of the 
holder at the office of the Institute in Budapest. No deduction for 
public charges or taxes existing or to be imposed hereafter was to 
be made from this interest. The payment of principal and interest 
‘vould be made alike in peace and war irrespective of the citizen- 
ship, nationality or residence of the holder.” The bonds were 
issued at 949%. 

These $5,000,000 bonds constituted a direct obligation of 
the Institute and were secured according to the Articles of 
Association by— 

(a) An equal aggregate principal amount of first mortgages 
on industrial enterprises ; and 

(b) A special reserve fund amounting to 20% of the 
principal amount of series * A ' dollar bonds outstanding, to be 
invested in dollar securities approved by the Government Commis- 
sioner and the Trustee for Bondholders. 

According to the report of the Board of Directors of the 
Institute for the first financial year, long-term industrial mortgage 
loans were made, on the basis of this first bond issue of 5 million 
dollars, to the amount of $3,514,000 up to the 3lst December, . 
1929. During the second financial year 1929-30 such loans ~*~ 
advanced by the Institute amounted to $1,091,000. The total 
amount advanced during the two financial years thus amounted to 
$4,605,000. The sum of $395,000 which was still available 


t Articles of Association, Ch. II, para, 12. Also para. 17 of the Law XXI of 


1928. 
2 Information issued by Messrs. Guaranty Trust Company of New York. 
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for disposal was distributed in 1931. There was a large number 
of applications from industrial enterprises both in 1929 and 1930. 
The Institute could not act as promptly as it should have liked in 
the matter of granting the loans because it had to consider 
carefully the effects of the world-wide economic crisis which had 
set in. 

The loans, completing the total $5,000,000 bond issue were 
distributed among the different branches of industry as 
follows * :— 


Dollars 

l. Iron and Metal industries .. 916,000 (P 5,283,108 
2. Chemical industries .. 659,000 (P 3,193,567) 
8. Woollen Cloth manufactories ... 614,000 — 3,507,782) 
4. Other Textile factories .. 641,000 (P 3,090,733) 
5. Silk ware factories ... 468,000 (P 2,645,119) 
6. Printing and Publishing Co. ... 547,000 (P 3,125,011) 
7. China, Fayence and Brick 

manufactories xe 204,000 fp 1,165,452) 
8. Spirit distilleries ae 98,000 (P 531,809) 
9. Carpet weaving factories — 97,000 (P 654,162) 
10. Paper mills ... 198,000 (P 1,102,609) 
11. Milling industries ... 883,000 (P 2,188,079) 
12. Oil refineries — 88,000 (P 502,744) 
18. Brush manufactories mes 85,000 (P 199,955) 
14. Foodstuff factories 267,000 (P 1,525,870) 


~ $5,000,000 (P 28, 665,000) 


The task of the Institute did not end with the granting 
of the loans. For the protection of its interests it always 
kept an anxious and critical watch over the fimancial position 
and management of the borrowing industrial enterprises. On 
the basis of the experience gained in this connexion, the Institute 
proved to be of much useful service to its debtors in promoting 
their interests in various ways. 

In estimating the financial results of the Institute's assist- 
ance, account must be taken of the effects of the prevailing 
economic depression upon every trade and industry. From the 
very second year of its existence, it had to carry on its activities 
under the shadow of the most wide-spread economic crisis the world 
had ever known. The gloom deepened more and more as years 
rolled on. Tn the circumstances, the scope of its activities had to 
be considerably restricted. When it had completed the granting of 


1 Report of the Board of Directors of the National Hungarian Industrial Mortgage 
Institute, covering the second financial yonr from Alst December, 1920, till Slat December, 
1930, Budapest, 191. 





INDUSTRIAL MORTGAGE BANKS IN POST-WAR EUROPE 297 


the loans on its first bond issue, there could be no question of a 
fresh issue of bonds and of further granting of loans during the 
third financial year." In consequence of the acute financial crisis, 
a number of the Institute’s debtors also defaulted and became 
insolvent. There was one instance of insolvency during the first 
financial year, but as regards that the claims of the Institute 
happened to be fully secured.” During the next financial year, 
two factories became insolvent ; but considering the great economic 
importance of these factories, the Institute, as sequestri curator, 
succeeded in maintaining them in operation after foreclosure.* 
One of these was an important textile factory. The smaller 
borrowers of the Institute became insolvent during 1930-31 and 
during the next financial year, four companies, three of which 
belonged to the iron and steel manufacturing group, defaulted 
and were put under foreclosure.* As regards the insolvency of 
the defaulted borrowers, the Institute did not believe that any 
loss would be incurred by it. The results of the liquidation of the 
assets of the companies under foreclosure and the collection of 
their outstanding claims tend to support this belief.* As regards 
other borrowers, only a very limited number of them were in 
arrears with their amortisation instalments. The rest of the 
Institute’s borrowers regularly and punctually paid all interest 
and amortisation instalments and by the end of the fourth 
financial year closing on 31st December, 1932, the arrears in 
interest and amortisation payments due from borrowers became 
insignificant.* The difficulties of the borrowing enterprises were 
no doubt very great but they were immensely benefited by the 
provision of the long-term industrial loans made by the Institute 
at a time when the need for them had never been greater. These 
loans must have enabled the industrial concerns to face with 
comparative strength the stress of the financial storm.” 


* Report of the Foard of Directors, National Hungarian Industria] Mortgage 
Institute for the Third Financial Year (1930-31), Budapest, 1932. 
2 Report of the Board of Directors for the Second Financial Year (1929-30), 


Budapest, 1951. 
» Repo 


rt of the Board of Directors for the Third Financial Year (1930-31), 
Budapest, 1931. x. 
4 Report of the Board of Directors for the Fourth Financial Year (1931-32), 
Budapest, 1933. . 
s Report of the Board of Directors for the Fourth Financial Year (1951-52), 
Budapest, 1933. 
é Jbdid. 


* Report for the Third Financial Year (1930-31), Budapest, 1932. Also Report 
for the Fourth Financial Year (1931-82), Budapest, 1938, 
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As regards the profits of the Institute, it is foùnd from a 
study of the Balance-Sheets and Profit and Loss accounts that its 
net profits amounted to pengo 66,746,08 in 1930, pengo 75,111,24 
in 1931 and pengo 76,218,56 in 1932.' 


III, The Provincial Mortgage Bank of Saxony? 


The Industrial Mortgage Bank of Finland, Ltd., was an 
cxample of a private jointstock company without any participation 
by the State in its share capital. The National Hungarian 
Industrial Mortgage Institute was a jointstock company, the major 
portion of whose capital had been subscribed by the State. The 
Provincial Mortgage Bank of Saxony is to be distinguished from 
these two types in that it was a State institution whose entire 
foundation capital of 1 million RM. had been contributed by the 
Government. The Bank came into existence on Ist October, 
1925, in accordance with the Law of July 20, 1925. Truly 
speaking, it was an annexe of the State Bank of Saxony. The 
premises were supplied by the State Bank and the personnel was 
also taken from it.” According to the business regulations all 
payments for the Bank were to be deposited with the State Bank 
of Saxony. All payments of the Bank to the borrowers were also 
to be placed with the same institution. The business of the 
Directorium of the Bank, according to Sec. 12 of the statute 
relating to its establishment, was made over to the Directorium 
of the State Bank, which in connexion with the business of this 
institution signed as ‘‘ Provincial Mortgage Bank of Saxony." 
The juridical officials of the State Bank were also its officers. 
The State Bank used to get adequately paid for the management 
of its business, the rate of payment being fixed by the Minister of 
Finance. 

The Provincial Mortgage Bank of Saxony had its seat in 
Dresden. Its object was to promote real credits for industry, trade 
and handicrafts in the free State of Saxony.* It obtained the 


1 Balance-Shects and Profit and Loss accounts of the National Hungarian 
Industrial Mortgage Institute for the years ending Bist December, 1990, 1931 and 1932. 

3 The sources are all in German. The necessary documents were obtained from 
the authorities of the Bank in Dresden, Saxony. 

3 Business Report of the Provincial Mortgage Bank of Saxony for the year 1025, 
(Bericht Sachsischen Landespfandbriefanstalt Uber Das Geschaftsjahr, 1925.) 

t Statutes relating to the establishment of a Provincial Mortgage Bank of Saxony, 
July 20, 1925, Bec. 2. = 
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necessary funds for making the loans by issuing interest-bearing 
bonds. Bonds were divided in series, each series maintaining its 
special amortisation and reserve funds.’ The sum total of circulat- 
ing bonds must not exceed 75 million RM.; and they must be 
covered to the extent of their nominal value by mortgages of at 
least the same value and bearing at least the same amount of 
interest.” The institution was responsible for the bonds with all 
its property. 

Loans were furnished on mortgage of industrial and commer- 
cial reak estate to industry, trade and craft. Other real estate 
connected with the former in business way could also serve as the 
basis for loans, provided it belonged to the self-same owner. Not 
more than 30% of the value of the real estate was to be taken into 
consideration in granting a loan. This value had to be estimated 
according to the sale as well as the income possibilities. 

Lands lying in Saxony could be mortgaged even when they 
were not used directly for professional purposes, provided they 
were used for residential purposes by the credit seeker. Loans 
might be granted up to 50% of the estimated value of such lands. 
These rules were to be applied only when the mortgage was 
valued at 20,000 RM.* 

The loans could be made either in cash or in bonds. 
They were made against mortgages without reference to other 
securities, and could be withdrawn at a date earlier than that 
fixed, except when so laid down in the contract. Besides the 
mortgaged property, the bonds issued by the Bank enjoyed an 
additional security. Every credit seeker was jointly and severally 
liable up to 10% of the loan granted .* 

The application for a loan must be made in a form of the 
Bank given for the purpose which should be fully and correctly 
filled up by the credit seeker. Along with this application the 
borrower must furnish the three latest balance-sheets, profit and 
loss accounts, an interim balance-sheet if necessary, abstracts 
from the grundbuch, the latest information about the property 
tax, insurance policies for the machines and all other inventories, 
etc. The borrower must allow the Bank to examine all his 


ıt Ibid., Sec. 5 (1) and (2). 

2 Ibid., Sec. © (2). 

3 Statutes relating to the establishment of a Provincial Mortgage Rank of Saxony. 
Sec. 8 (1), (2) and (3). | a 

4 Ibid., Sec. O (1), (2) and (6). 
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properties. The Bank could even have the latest balance- 
sheets examined by the State Bank of Saxony at the expense of 
the borrower and could also have the lands (property and 
inventory) appraised by an expert. Until the loan had been 
paid back, the credit seeker was obliged to submit continually 
every year without demand the balance-sheet with the profit and 
loss accounts within three months after the close of the business 
year. If the Bank so desired it could demand the interim 
balance-sheet also and could get all the books and documents of 
the borrower examined by the State Bank of Saxony. In regard 
to loans above 50,000 GM. the balance-sheets must be signed by 
en auditor or trust company approved by the Bank.’ 


The loan was made in fine gold (1 gm. being equal to J, 
Kem. of fine gold), in RM. or in foreign currency; and it was 
to be based on the issue of bonds worth the value of the 
nominal loan. The bonds could be cashed either through the 
Bank at the cost of the borrower or could be made over to the 
borrower on a basis of mutual understanding. The bonds, then, 
were not to be cashed completely or partially before a certain 
period. 

The bonds were divided in series. The rates of interest 
and the method of payment followed the rules of every series 
of the loan. The borrower had to pay an annuity to the Bank 
every year in equal half-yearly instalments. This annuity 
comprised of interest, amortisation and risk of 49 per year.’ 
The Bank was also entitled to receive a sum for administrative 
expenses. An additional payment was demanded in case of 
unpunctual payment of the regular quotas. The loan was to 
bear interest from the moment of issue. The interest would 
have to be paid for the same period for which the bonds also had 
to bear interest. The borrower, however, had to pay his interest, 
etc., forty-five days before the due date for the payment of the 
interest on bonds. If the borrower happened to be more than 
eight days in arrears in regard to the payment of interest, ete., 
the interest rose automatically up to 2% of the original loan 
excluding special repayments, in every case at least up to the 
legal rate of interest. At the same time the interest for the 
remaining amounts would have to be paid at the same rate.” 


1 Business Regulstions of the Provincial Mortgage Bank of Saxony, Art, 1. 
a Jbid., Art. 3. 
Business Regulations, Art. 6, 
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The loan could be terminated from the side of the borrower 
en three months’ notice. From the side of the Bank it could 
be terminated under the following circumstances’ :— 


(1) If, after the loan had been made, it was found out 
that there were some discrepancies between the data presented by 
the borrower in his application for the loan and the actual facts 
relating to the property, etc. ; 

(2) If the debtor failed to satisfy the contract ; 


(3) If certain portions of the mortgaged land were 
separated, without the permission of the Bank ; 


(4) If the title holder or possessor of the mortgaged land 
did not hold himself responsible for the debt ; 


(5) If it so appeared that the possessor of the mortgaged 
jand could not be fixed upon as a personal borrower ; 


(6) If the insurance policies were not renewed and the 
premiums were not paid ; 

(7) If the borrower became insolvent and the mortgaged 
lands were placed on auction ; 


(8) If the machines or other tools and implements which 
were essential for the value of the real estate were destroyed or 
removed from the land and were not replaced ; or if nothing was 
done to reconstruct or repair the land or if for any other reason 
the land diminished by more than 20% in value, and if the 
borrower did not try to make amends for the loss in other ways ; 


(9) Otherwise, whenever it was necessary for the Bank to 
demand the withdrawal of the loan for reasons of security. 


The Credit Committee, in conjunction with the State 
Commissar, was to decide whether there was a real danger. 

The Bank had the right to cover its loans with bonds in 
case the borrower did not pay punctually and could demand of 
him the necessary costs. In addition to the amortisation and 
interest, etc., the borrower must pay the Bank up to 10% of 
the loan whenever the bonds failed to reach the desired amount 
in order that the responsibilities of the Bank in connection with 
the bonds might be discharged.“ The State Commissar fixed 
the quota in such circumstances. Further payments could be 
demanded if necessary until the sum mortgaged was realised. 


i Jbid., Art. 6. 
3 Business Regulations, Art. 9, 
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The obligation to make additional payments ended one yéar 
after the eomplete repayment of the loan, unless in the mean 
time the borrower was absolved of the responsibilities. The 
responisbility for amortisation and interest and additional pay- 
ments was to be assured by bonds. For all these claims which 
were not assured by bonds, a new security rising up to 10% of 
the loan was to be deposited. As in the case of the Finnish and 
Hungarian institutions, the borrowers of the Saxon Mortgage 
Bank must have the buildings together with the installations, 
tools and implements, raw materials and other goods insured 
sgainst damage by fire or otherwise with an insurance company 
approved by the Bank and must keep them insured during the 
entire period of the loan. The Bank could get these insurance 
documents examined by its own experts. It had the right to 
the sums insured. If it so desired the payment of premiums 
was to be notified to it. The mortgage of the Bank was to be 
secured in every way by notice to the insurance company. The 
company’s certificate in regard to the insurance of the mortgage 
had to be handed over to the Bank. The Bank had the further 
right of paying premiums and of making new insurance at the 
cost of the borrower.’ If a life policy was an additional security 
according to the terms of the loan to be offered by the Bank, 
the policy was to be taken with an insurance company recom- 
mended by the Bank on the condition that the sum assured was 
to be paid to itself. The sum assured served as the security 
of the obligtaions of the borrower and was to be deposited by 
the Bank with the State Bank of Saxony. The premiums might 
have to be placed with the Bank, if it so desired, in order that 
they might be made over to the insurance company punctually. 
The Bank, as before, had also the right to pay the premiums at 
the cost of the borrower.* 

As long as the loan was not paid back none of the important 
parts of the installations or accessories could be mortgaged or sold 
without the permission of the Bank.’ 

The organs of the Bank were : 

(1) The Directorium ; 
(2) The Administrative Council; and 
(3) The Committee of Credit. 


3 [bid., Art. 12. 
2 Business Regulations, Art. 14. 
3 Jbid., Art. 13. 
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The Directorium was responsible for the administration, 
business management and judicial and extra-judicial representa- 
tion of the Bank. It was, in all the interests of the Bank, the 
principal authority in so far as nothing otherwise was mentioned 
in the Act. The business of the Directorium had, as already 
noted, been transferred to the Directorium of the State Bank of 
Saxony.’ 

A Credit Committee was to be formed in the jurisdiction of 
every Chamber of Commerce. The Committee was to consist of 
a member of the local Chamber of Commerce as President, a 
member of the local Chamber of Business (Gewerbe) and at least 
three other members. All the members of the Credit Committee 
were appointed for two years by the Directorium with the 
approval of the State Commissar. The Credit Committees were 
to be of help to the Directorium for the affairs of their jurisdic- 
tion specially in regard to the demands for credit. The 
Directorium should not go beyond the amounts of credit recom- 
mended by the Credit Committees.” 

The Administrative Council was composed of the State 
Commissar, the Vice-President and 12 other members at the 
highest. ‘Three members were appointed by the Landtag for 
two years. The five local Credit Committees sent each one a 
member to the Council. These five members were appointed by 
the Minister of Finance on the recommendation of Credit 
Committees. At least two of these members must come from 
the Chambers of Commerce and at least one from the Industry 
snd Trade Chambers. The other members were appointed from 
among the credit seekers on the recommendation of the Chambers 
of Commerce and Industry by the Minister of Finance and the 
Minister of Economic Development. The Administrative Council 
bad the power to supervise the business management of the 
Directorium; and with this object in view it could demand 
information in regard to all business affairs and examine the 
books and documents or get them examined by others; it could 
also study the position of the bonds, mortgages, securities, etc., 
and could be present while the auditing of accounts was being 
carried on. While engaged in these examinations, the Adminis- 
trative Council might draw upon the Revision Department of the 


⸗ 


— 


> 1 Statutes relating to the establishment of the Bank, Sec. 12 (1) and (2). 


2 Ree. 15 of the Statutes relating to the establishment of a Provincial Mortgage 
Bank of Saxony, July 20, 1925. 
39—1982 P. 
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State Bank of Saxony. It was also to be heard in regard to the 
specially important and fundamental affairs, for instance, interest 
amortisation and other rates, the principles of granting credit, 
the sale and purchase of lands, the expansion of the sphere of 
business, etc. If a majority in the Administrative Council rejected 
the suggestions of the Directorium, the decision of the Minister 
of Finance was to be appealed for by the State Commissar. The 
preparation of the yearly accounts rested with the Administrative 
Council. If the State Commissar raised objections against the 
statement of accounts presented by the Administrative Council, 
the Minister of Finance, again, was to be appealed to.’ 

The Minister of Finance was the supervising authority. He 
was empowered to undertake all measures that might be required 
to govern the Institution in accordance with loans and regulations. 
He had to decide in regard to all personal and national differences 
that might arise among the members of the Directorium on 
whom his decisions were binding. He exercised his power of 
supervision and control through the State Commissar or his 
representative appointed for the State Bank of Saxony. The 
State Commissar was authorised to undertake any measure 
necessary to keep him informed about the Institution. For 
instance, he was authorised to inspect all books and documents 
at any time, to examine the entire business management and 
administration, to demand information, to attend revisions or 
cause them to be undertaken and to take part in the meetings 
of the Directorium and Credit Committees or cause such 
meetings to be held. He should also see that the rules for 
cover in regard to bonds as well as the systematic amortisation 
cf hypothecs and bonds were carried out.” 

As regards the Reserve Fund, it should be mentioned that 
in addition to the general Reserve, there was also a special 
Reserve for each series of the loan, called the series Reserve. 
Twenty-five per cent. of the net profits was to be placed in the 
general Reserve until the Reserve reached twenty per cent. of 
the bonds. After that the deposit of the Government was to be 
furnished with interest at the average Reichsbank rate. The 

rest would have to be used either for strengthening the amortisa- 
tion fund or otherwise in the interest of the borrower.” Provision 
i Statutes relating to the establishment of a Provincial Mortgage Bank of Saxony: 
July 20, 1925, Sec, 14. 
s Jtid., See. 16, 
j a Ibid., Bec, 19 (1), (2) and (3). 
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for risk was to be added to the Reserve as soon as 5% of the 
capital was reached ; the rest was to be added to the amortisation 
fund. * 

In case of liquidation, the State Bank of Saxony would 
eupervise operations. In case any property was left after 
amortisation of bonds and fulfilment of other responsibilities 
including the repayment of the State deposit, it passed over to the 
Government for employment for similar purposes." 

The preparatory work for bringing into existence the 
Mortgage Bank and its organisation was completed in the last 
three months of the year 1925. Actual business could be 
undertaken during the first months of 1926. The whole German 
economic position was shaken by a severe crisis at the time. 
Many firms which came into existence during the inflation 
period had to go into liquidation ; and they took with them many 
others as they fell. There was the competition of foreign 
countries with highly inflated currencies. Already there was 
want of liquid capital in Germany. During the inflation period 
the different industrial undertakings had invested their capital 
in construction. After the return to stabilization, acute 
competition again made its appearnce, and new investments 
were urgently called for to reorganise old factories and adapt 
them to new methods and new conditions. There arose an 
enormous demand for long-term credit. The undertakings could 
not without grave risks help themselves with short-term credit. 
In the circumstances it was strongly recognised that an institution 
whose business would be to give long-term amortisation loans 
on mortgage to industry must be of great economic value to 
the country.2 As soon as the Saxon Mortgage Bank was 
established, it came to be utilised by wide circles of industry, 
commerce and handicrafts of Saxony.* | This also amply proved 
the importance of establishing such a type of institution to meet 
the pressing demands for long-term loans from these circles. 

During the first three months of the existence of the Bank, 
want of capital stood in the way of its extending large facilities 
to industry. It was felt that the enormous capital required 


1 Statutes relating to the establishment of a Provincial Mortgage Bank, July 20, 
1925, Sec. 9. 

a Jbid., Sec. 21. 

a Business Report of the Provincial Mortgage Bank of Saxony for the year 1926. 

4 Ibid.. for the year 1925. 
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for the purpose could not be successfully raised in the local 
capital market. Accordingly an attempt was made to tap the 
foreign market. Even before the Institute was functioning, 
negotiations had been opened by the State Bank of Saxony with 
a leading American institution, the National City Company of 
New York, for the purpose of raising a loan. The negotiations 
lasted for four months and were finally concluded in January, 
1926, with the result that the American Company agreed to 
furnish a 7% mortgage loan to the extent of 5 million dollars. 
This loan enabled the Institute to issue loans of the nominal 
value of 21 million gold marks, bearing interest at 8% and 
redeemable in 20 years in uniform annuities of 10.356%.’ 

In anticipation of this capital from America, the first three 
months of the Bank’s existence were devoted to the examination 
of the numerous applications for loans received by it. The 
examination was carried on with great care. The credit- 
worthiness of the applicants, the sale and balance sheets, the 
soundness of the firms were minutely examined. It was also 
necessary to form an idea of the basis of the firm taking the loan, 
whether the undertaking was likely to fail or not according to the 
constitution, nature and position of the business and whether it 
had the sure prospect of at least paying the interest and 
amortisation. 

During 1926, 1,000 applications were granted. Credits 
over 20,000 gm. were granted only after special consultation with 
other representatives of industry, trade and craft; those of 
100,000 om. or over were given only after permission of the 
State Commissar was obtained ; and those over 200,000 gm. after 
permission of the Ministry of Finance and the Administrative 
Council.” The industries that were chiefly assisted were the 
textile and metal industries of Saxony.” In 1928 the foreign 
market for raising the bond loans of the Institute was closed 
and the internal market had to be resorted to. In the spring 
of 1928 Series V Bonds of 5 million GM. at 8% and Series VI 
Bonds of 5 million GM. at 8% were issued at 98% and 974% 
respectively.* Every size and every branch of business was 
assisted and every part of the country (Saxony) was represented. 


t Business Report of the Provincial Mortgage Bank of Saxony for the year 1925. 
® Business Report of the Provincial Mortgage Bank of Saxony for the year 1926. 
» Jbid., for the year 1027, 
4 Ibid., for the year 1928, 
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As before, the chief industry to be assisted was the textile 
industry. The year 1930 witnessed a crisis in German economy 
the like of which had never been known before; and as a 
consequence, the middling and smaller industries came to 
experience great difficulties. The demand for industrial mortgage 
loans was very great but only a part could be satisfied. Among 
the borrowers were to be found the most diverse sizes of business 
and practically every branch of industry located in Saxony was 
represented. In the next year (1931) there were numerous 
applications for loans from industrial concerns of various kinds 
and sizes. The Bank found it possible to accommodate several 
industrial and commercial enterprises. The amount of 2,037,000 
RM. was placed at the disposal of industry and commerce. An 
analysis of the loans granted in the year shows that.’ 


34.7% of the loans were up to 20,000 GM. 
28.2% of the loans were from more 

than 20,000 GM. up to 50,000 GM. 
18.2% of the loans were from more 

than 50,000 GM. up to 100,000 GM. 
18.9% of the loans were above 100,000 GM. 


The prevailing economic crisis, however, prevented further 
development of the Bank’s business. The sale of bonds as 
well as the issue of loans on acceptable terms became difficult. 
The borrowers of the Bank were also severely affected. 
During 1932 the crisis continued to affect unfavourably the 
transactions of the Bank in many directions. The issue of 
the loans came to a standstill and the insecure economic condi- 
tions of the year did not permit the grant of long-period credit 
to industry. The borrowers of the Bank, the industrialists and 
craftsmen of Saxony, were struggling for their very existence 
during the year.” eh 

Inspite of the fact that on account of the crisis, the export 
trade was paralysed and the industries of Saxony were in great 
difficulties, the situation experienced a turn towards recovery 
in the year 1933. The number of borrowers of the Bank who 
were in trouble became less in 1933 than in the previous year. 
The issue business, however, continued to remain almost at a 


t Business Report of the Provincial Mortgage Bank of Saxony for the year 1991 
2 Business Report of the Provincial Mortgage Bank of Saxony for the yrar 1952. 
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standstill." It was understood that as soon as the economic 
situation would permit, the Bank would not fail to accommodate 
the industries of Saxony with long-period credit.* 

As regards the question whether the financial results of the 
Bank’s policy were successful, it may be mentioned that its 
loans were in almost every case well-covered ; and the number of 
defaulting borrowers was never very great. A careful perusal 
of the annual Business Reports of the Bank from 1925 to 1933 
shows that it did not suffer any loss. This was stressed over and 
over again in almost all the Reports. Even during the severe 
crisis of 1930, the majority of the borrowers were found to have 
punctually fnlfilled their obligations and there was no loss in 
any case.” During 1931 and 1932 as the crisis became more and 
more acute, the borrowers of the Bank began to experience 
greater difficulties but as before there were no losses. This 
must be Jue to the general caution with which the Bank always 
distributed its loans. No assistance was ever granted to any 
firm which was badly involved or whose recovery was doubtful. 
For example, many firms subject to very unfavourable business 
conditions which had approached the Bank for assistance in 1929 
were refused any help. The Directors have emphasised in their 
Reports that the Bank did not want to leave any doubt that it 
was not a ‘** welfare institution °’.* 

Inspite of the most careful selection of borrowers, however, 
it could not be prevented that some of them fell into trouble and 
became defaulters. But the number of delinquents in every year 
was very small; and because of the very careful valuation of the 
mortgages, the claims of the Bank in almost all cases were 
satisfied. In 1928, for example, only 6 out of 576 borrowers 
became bankrupt.* As the depression deepened, the number of 
defaulters began to increase and it was naturally higher in 1931 
than in the previous year. The number of compulsory auctions 
undertaken by the Bank was also greater than in the previous 
year but the Directors’ Report emphasises that there was no 
loss in any case.* But with the year 1933, the situation 
considerably improved and the number of borrowers in trouble, 


L 


1 Jbid., for the year 19033. 
2 Jbid., for the year 1931. 
a Jbid., for the year 1930. 
4 Business Report of the Provincial Mortgage Bank of Saxony for the year 1952, 
à Jbid., for the year 1928. 
® Jbid., for the year 1931. 
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as already noted, was less in 1933 than in 1932. There were in 
this year (1933) compulsory auctions in 14 cases only.’ 

From the preceding discussion, it is clear that the Bank's 
record is quite a happy one. The institution weathered the 
financial storm very successfully and indeed it is highly creditable 
that it did not suffer any losses, although the crisis severely 
affected its industrial customers. The success with which the 
Bank generally carried on its operations even in the midst of 
the most severe crisis Germany had ever known amply demons- 
trates the practical value of the development of such institutions. 
As the Directors of the Bank have remarked in its Business 
Reports, `“ Days like those of 1930 are real touchstones for the 
correctness of the views according to which the Bank was 
established.” * 

The position of the bonds issued and outstanding on the 
31st December, 1933, is indicated in the following table.* :— 


1. 7% U.S.A. 8 Bonds $ 5,000,000— 8 1,780,000 
2. 6% (8%) GM. Pfandbriefe Serie II GM. 5,000,000—GM. 3,992,200 
4. 6)% U.S.A, § Bonds $ 4,000,000— $ 1,563,000 
4. 6% U.S.A. $ Bonds j $ 2,000,000 — 6 890,000 
5. 6% (8%) GM. Pfandbricle Serie V GM. 5,000,000—GM. 4,159,400 
6. 6% (8%) GM. Pfandbricfe Serie VI GM. 6,000,000—GM. 6,215,300 
7. 6% (8%) GM. Pfandbriefe Serie VII GM. 3,875,550—GM. 3,572 600 
&. 6% (7%) GM. Pfandbriefe Serie VIII GM. 7,000,000-—G M. 6,477 200 


IV. The National Economic Bank of Poland * 


The National Economic Bank, or Bank Gospodarstwa 
Krajowego as it was called, was established in 1924 by virtue of 
an order of the President of the Republic, dated 30th May, 1924, 
as the result of a fusion of three Polish State Credit Institutions, 
the Polish National Bank, the State Bank for Reconstruction and 
the Credit Institution of Galician towns. The capital of the 


i fbil., for the year 1983. 
2 Posiness Report of the Provincial Mortgage Bank of Saxony for the year 1930, 
a Sachische Landespfandbriefanstalt Bilang fur den, Slet December, 1933, 
à All the neccessary literature was secured from the authoritica of the National 
KBeonomic Bank, Warsaw, with the assistance of Mr. E. Banasineki, Consul for Poland 


in India. 
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Bank, as defined by the statutes, would consist of shares held by 
the State Treasury, by the undertakings of the State and of Local 
Government authorities, by the authorities of Palatinates, 
counties and unions of independent towns, not subordinate to 
counties and all undertakings belonging to these local authorities. 
The proportion of the capital to be held by the Treasury and 
State undertakings should not be less than 60%." It was 
originally started with a capital of 35,000,000 zlotys. This was 
subsequentiy inereased to 120,000,000 zlotys in 1927 and again 
to 150,000,000 zlotys in 1928. The entire capital of the Bank 
was owned by the State. It was a State Institution called into 
being at a time of crisis in order to reconstruct the economic life 
of Poland: and its financial sphere of action embraced every 
branch of Polish economic life. 

The authorities of the Bank were the President of the Bank, 
the Administrative Council and the Managing Committee. The 
President was appointed by the President of the Republic on the 
proposal of the Council of Ministers for a term of 5 years. He 
had supreme control over the entire activity of the Bank. The 
Administrative Council consisted of the chairman and of nine to 
fifteen members appointed for 3 years. ‘The Minister of Finance 
appointed nine members and the remaining six were appointed by 
Local Government authorities or their Unions according to their 
declarations as to the amounts contributed by them towards the 
capital of the Bank within the limits of their maximum 
permissible holdings. As the Treasury held the entire capital, 
the Council consisted of nine members appointed by the Finance 
Minister only. The functions. of the Council consisted in the 
general direction of the activities of the Bank and the supervision 
of the work of its executive agencies. The Council was 
empowered to decide on all matters not reserved for the decision 
of the Finance Minister. The ultimate control of the Bank was 
vested in him: and he had the right to appoint a Government 

‘ommissioner to represent him.* It was the duty of the 
Commissioner to participate in the meetings of the Administrative 
Council in an advisory capacity, to check the regularity of the 
activities of the Bank in respect of long-term credits and to 
control the issues of mortgage bonds and debentures to the limits 


‘Pe 


ka i Charter of the National Economic Bank, Art, 4, Warsaw, 1930. ? 
2 [bid., Art. 20. 
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laid down by the laws." The Managing Committee was made 
up of one General Manager, two Assistant General Managers and 
Managers. They were all elected by the Council and approved 
by the Finance Minister. The Managing Committee conducted 
all the business of the Bank, represented the Bank in its dealings 
with third parties and administered its property.* The members 
of the Managing Committee might attend the meetings of the 
Administrative Council in a consultative capacity.” Besides 
these authorities, there were three auxiliary agencies of the Bank, 
tiz., the \uditing Committee, the Discount Committees at the 
Head and Branch offices and the Committee for matters relating 
to autonomous authorities and Savings Banks.* 

The basic function of the National Economic Bank was the 
provision of long-term credits. The various kinds of long-term 
credits that the Bank was empowered to grant were mortgage, 
communal, railway and industrial loans, repayable in instalments 
or in one payment, in mortgage bonds or debentures or in cash. 
Mortgage bond loans were chiefly granted on land estates, urban 
immovable properties and for the conversion of cash building 
loans. Communal loans were granted against communal 
debentures to State and Local Government authorities, water 
boards and public legal institutions having the right to levy 
taxes. Railway loans were given by means of railway debentures 
to State and Local Government authorities and their Unions, 
towns and private railways. Industrial loans were given by 
means of hank debentures. These bonds and debentures might 
be placed both at home and abroad and might be made out in 
zlotys, gold or foreign currencies. They carried a guarantee 
of the Treasury of the Republic of Poland. The mortgage 
bonds were guaranteed to an unlimited extent, communal 
debentures up to 500 million gold zlotys, railway debentures 
up to 20 million and bank debentures placed in foreign markets 
up to 100 million.” The duty of the Bank consisted further in 
the promotion of financial institutions, founded by Local 
Government authorities (Savings and Communal banks), the 


1 Statutes of the National Economic Bank, para. 102. The remuneration of 


Commissioner i id from the funds of the Bank. 
s Galas of * National Economic Bank, para. 8a, 
3 Jbid., para. 9l. 
4 Jbid., paras. 93-97. 
5 Decrees of the President 
BOth December, 124. 
40—1982 B. 


of the Republic, dated the 17th September, 1926 and 
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fostering of building activity and the reconstruction of the 
devastated areas of Poland." Although the main object of its 
activities was the provision of long-term credit, they were not 
confined to it exclusively but comprised the granting of short 
and middle-term credits as well. Besides, the Bank conducted 
every description of banking business, having special regard to 
the needs of State and State undertakings and Local Government 
authorities and their undertakings. It accepted deposits on 
cheque and current accounts and on Savings books ; it discounted 
bills of exchange and granted fixed loans and credits on current 
accounts on various kinds of securities, purchased and sold bills 
of exchange, issued drafts and accepted deposits of securities, 
documents and jewels.” 

The net profits of the Bank were to be divided as follows :— 


(1) Special reserve funds were to be created out of 35% of 
the net profits for the purpose of securing the mortgage bonds 
and debentures issued by the Bank in proportion to the respective 
ISSUES ; 


(2) another reserve fund from 409% of the net profits to 
be equally divided among the various branches of the Bank ; 


(3) and the remaining 25% was to be distributed among 
the Government and local authorities in proportion to their 
share holdings.’ 

The sources of funds for the operation of the Bank were 
four-fold - 


(1) The Bank's own capital and reserves, 

(2) the proceeds of the bond and debenture issues, 

(3) deposits, and 

(4) Treasury funds. 
The long-term credits were mainly based on the mortgage bonds 
und debentures; while the short-term credits were based upon 
the deposits accepted by the Bank. It received deposits both 
from public and private institutions as well as individuals. They 


were made up of sight (cheque and current account) and savings 
deposits. us well as term-deposits. Besides deposits, the Bank 


i Charter of the National Economic Bank, Arta, 5-8; Statates of the Bank, 
paras. 5, 14, 14, 38, 48 and 50. i 

¥ Statutes of the National Economic Bank, para. 63, 

a Ibid., para, 74. 
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administered a large volume of Treasury funds which were 
destined for various purposes. These funds comprised mainly 
the State Building Fund from which loans were advanced at a 
low rate of interest for the construction of dwelling houses. The 
credits furnished from the Treasury fund assumed chiefly the 
nature of medium end long-term credits and only partially that of 
short-term credits. 

As already noted, the activities of the National Economic 
Bank exterded to every sphere of the country’s economic life. 
We are interested only in its relations to industry and we shall 
confine our attention exclusively to its activities in that sphere. 
Its operations in the mortgage, railway, municipal, building and 
reconstruction branches were no doubt highly important; but a 
review of these activities does not fall within the strict limits of 
our study. We shall, therefore, proceed to make a detailed survey 
only of its industrial financing activities. The relations of the 
Bank towards industry were of a two-fold character, first, its 
relations towards industrial enterprises belonging to the State 
and the Bank itself and secondly, its relations to private 
industrial undertakings. As regards State and associated under- 
takings, the duty of the Bank consisted in placing them on 
a sound financial footing, maintaining at the same time their 
commercial character. The assistance granted to these 
undertakings took the form of (1) provision of initial capital, 
(2) granting of working capital, (3) and allocation of investment 
funds, when required, in the shape of long-term mortgage credits 
in bank debentures. Apart from this, the Bank was particularly 
interested in the rationalisation of industrial concerns and the 
concentration of their production.’ Financial assistance granted 
to private industry by the Bank was also expressed in the same 
three forms. Industrial credits granted by the Bank were thus 
both long and short-term. The former were granted either in 
the form of debenture loans or cash loans. The latter which 
were for working capital purposes took the shape of discount, 
time or goads credits and of over-drafts on current account. 

The right to participate in industrial undertakings was 
conferred upon the Bank by Art. 11 of its charter. The 
provisions of this Article empowered the Bank to establish, to 
conduct or to act as intermediary in the formation of undertakings, 


t The Activity of the National Economic Bank in ite relation to the economic 
situation in Poland in 1927. Expose of Dr. Reman Gorecki, Chairman of the Bank. 
at the Press Conference held on Mth February, 1928, p. 22. 
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provided that they were the property of the State, Local 
Government authorities, corporations having the power to levy 
taxes for their own requirements as well as of private concerns, 
the establishment or holdings or shares in which were deemed 
necessary by the Minister of Finance in conjunction with the 
Ministers concerned. 

The activities of the National Economic Bank in respect of 
the provision of industrial loans were directed, ever since its 
establishment, chiefly towards the financial assistance of industrial 
undertakings which were of economic importance to the country 
as a whole, and to those economic organisations in the existence 
and development of which the Government had a special interest. 
Hence the enterprises which had enjoyed primary consideration 
in the matter of financial assistance were those connected with 
the chemical, metallurgical and electrical industries. Owing 
to the conditions under which the economic life of Poland 
developed during the first years of the existence of the Bank, it 
could not confine its activities exclusively to satisfying the finan- 
cial requirements of State undertakings. During the inflation 
period and the subsequent prolonged depression, numerous private 
industrial undertakings badly suffered from lack of credit facilities. 
Unable to obtain financial accommodation from the ordinary 
channels, they were compelled to seek assistance from outside. 
The supply of foreign capital available, however was too 
inadequate to satisfy their requirements and hence it became 
necessary for them to invoke the assistance of the State. The 
National Economic Bank, being the institution specially called 
into being to carry out the Government’s intentions regarding 
the reconstruction of the economic life of the country, had to 
take upon itself the task of providing finance for these struggling 
industries. Long-term cash credits were liberally granted to 
numerous undertakings during this period so as to help them to 
pull themselves out of the economic morass." 

On the termination of the crisis, again, these began to 
require large volumes of permanent capital to carry on costly 
schemes for developing, modernising and re-equipping their 
factories to keep themselves abreast of the times and to adapt 
their production to the increasing requirements and altered 
demands of the market. They had to make fresh issues of share 


3 Report of the Directors, National Economic Bank, for the financial year 1927, 
Warsaw, 1928, p. 28. 
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capital. But as most of them were unable to obtain the 
necessary funds from the investing public, they sought again the 
assistance of the Bank. Accordingly the Bank had to take over 
large parcels of shares to retain them in its portfolio until the 
industries concerned were able to obtain sufficient financial 
assistance from the public. In the circumstances the holdings 
of the Bank in industrial undertakings were not insignificant." 

Applications from industrial concerns for long-term credits 
in the form of bank debentures were subjected to the closest 
scrutiny as regards their financial and technical soundness. No 
assistance was ever granted to schemes, the object of which was 
to bolster up enterprises of an unsound character. Finance was 
always rerdily granted wherever a particular tendency towards 
concentration was noticeable. Before granting any long-term 
credit in this form, the Bank in each case took the opinion of 
the relevant Trade Association and also obtained the view of the 
competent Chamber of Commerce. Such expressions of opinion, 
though naturally not binding on the decision of the Bank, 
materially assisted it in judging whether the credit granted 
would be employed for production purposes.* 

The general principles to be followed for the granting of 
long-term industrial loans against bank debentures were laid 
down in Paras. 50-60 of the statutes. Such loans might be 
granted on industrial properties, sea and river-going vessels and 
factory buildings provided they could be easily converted into 
dwelling houses or for the use of such industry as had in the 
opinion of the experts definite prospects for development in that 
district. The amount of loan should not exceed half of the 
appraised value of the land, two-fifths of that of the buildings 
and one-third of that of the plant definitely required for the 
running of the industrial undertaking and permanently attached 
to the real property. If water-power formed a portion of the 
industrial real property, a loan might be granted up to one-third 
of its estimated value. But theatres, mines and quarries would 
not serve as a guarantee for a loan in debentures. The assess- 
ment of the value of buildings and permanent factory equipment 
would be done on the basis of their actual value after making 


t Report of the Directors, National Economic Bank, for the financial year 1925, 


aren 1929, . 81-82. 
* * esh at Dr. Roman Gorecki, Chairman of tbe Bank, at the Press Conference 


held on the Q2ith February, 1928, Warsaw. 
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allowances for any possible depreciation in case of the liquidation 
of the industrial undertaking.” Industrial loans were to be 
secured by a mortgage on the property on which the undertaking 
was situated and, to increase the security, might be further secured 
on other real properties.* 

The Bank might issue bank debentures on the basis and up 
to the amount of industrial loans granted. It might also issue 
such debentures secured by mortgage bonds and debentures issued 
by Polish long-term credit institutions and for Local Govern- 
ment authorities which bore the guarantee of the State. These 
bank debentures were issued to a bearer with a guarantee of the 
repayment of interest and capital on the conditions set forth in 
them. The total of the debentures in circulation was not to 
exceed the total amount of industrial obligations held by the 
Bank at the same time.’ 

The mortgages on industrial real estate, designated for the 
securing of loans granted in bank debentures, constituted a 
separate portion of the assets of the Institution, set aside to 
secure the rights of the holders of both future and past issues of 
debentures.“ The payment of capital and interest to the deben- 
ture holders was guaranteed not only by the industrial obligations 
that the Bank might hold but also by its entire assets. To 
ensure the regular payment of the half-yearly coupons on the 
debentures. a special reserve fund was built up, which was made 
up of the following *: 

(1) Registration fees paid at the time of receiving an 
industrial loan from the Bank amounting to 1% of its nominal 
value ; 

(2) Profits from purchase of debentures for cancellation ; 

(3) Special Reserve Fund for industrial and other loans 
set aside from the net profits ; 

(4) Profits obtained from lapsed coupons and drawn 
debentures. 

The rate of interest payable on the debentures was to be 
always eanal to that of the loans, on the basis of which the 


Statetes of the National Economic Bank, para. 56, 
Ibid. para. 59. 
Ibid. para. 15. 
Ibid. para. 13. 
Ibid., para. 17. 
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respective debentures had been issued. The borrowed funds 
might be repaid to the Bank either in instalments as fixed by an 
amortisation scheme or in one single payment. All such repay- 
ments should be credited to the sinking fund for the redemption 
of the debentures, which must be drawn by lot and repaid at par.’ 
The debtor might repay the loan either partially or in full before 
the fixed term, provided that the partial repayment was equal to 
one or more of the instalments due from him and that he gave 
notice of his intention to do so at least six months before the 
next instalment fell due.” 

The borrowers had to pay the stipulated instalments 
constituting payments of interest and capital in advance at the 
fixed dates and besides a supplementary charge as contribution 
to the expenses of administration. The rate of interest payable 
on the loans and the amount to be paid for administrative charges 
‘was to be fixed by the Administrative Council, subject to the 
confirmation of the Minister of Finance.” They had to insure 
the industrial properties, on the security of which they received 
a loan from the Bank, against fire, with an institution designated 
by the Minister of Finance. Any sums payable to the insurer 
under the policy must not be paid without the Bank's permission.* 

The Bank had the right to suspend the payment of the loan 
if the applicant died or became bankrupt or if he failed to apply 
for the loan within 30 days from the date of the receipt of a 
notification that the loan was ready to be paid over to him, or 
if an execution was levied on the property on which the loan had 
been granted ° 

It was during 1927 that the National Economic Bank 
exercised for the first time the right to float loans in the form of 
bank debentures for the financing of industrial undertakings. 
The issues were made subject to the following regulations: the 
interest was fixed at 74%, the redemption period at 15) years, 
and the minimum amount of a loan at 3,00,000 zl. and sub- 
sequently at 1,00,000 zl. These loans were primarily intended 
for assisting State enterprises or concerns in which the State was 
interested, but might also be granted to private industry. 


Para 16 of the Statutes of the National Economic Bank 


Para 13 
Para 2 
Para. 59 
Para. 44 
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During the year six such loans were issued, totalling 
12,692,000 z1. 

Ever since the establishment of the Bank, it displayed 
considerable financial activity in relation to State enterprises ; 
and in recent times played an important part in the rationalisa- 
tion of their production. These enterprises may be defined 
to be those of which the State was the sole owner, or in which 
the State held the major portion of the share capital, or which 
were of general importance to the State. One of the most 
important State enterprises to be financially assisted by the Bank 
was the Ursus Engineering Company, the first Polish firm to 
manufacture motor cars. In 1927 the Bank helped it to increase 
its capital to 15 million zl. and took up practically the whole of 
the new issue of 892,500 shares of 15 zl. each. It now came to 
own 89.61% of the issued capital of the Company. In addition, 
the Bank promised at the end of 1927 to grant it a long-term) 
loan of 4,130,000 zl. in the form of bank debentures. Besides 
the Ursus, the Bank participated during the same year in the 
share capital of the Propeller, Wood and Metal Works to the 
extent of 55.5594 and made arrangements to grant the Stara- 
chowice Mining Company a long-term mortgage credit of 17 
million zl. The chemical industry also received valuable finan- 
cial assistance from the Bank. The Azot Company of Jaworzno 
not only received a debenture loan amounting to 25,65,000 zl. 
but the bulk of their new issue of shares was also taken over by 
the Bank, which now came to hold 66.81% of the entire issued 
capital. Another concern, the Chemical Industry in Poland 
(the Prezemysl Chemiczny W. Polsce) was assisted to increase 
its share capital by 12,00,000 zl., the Bank promising to take up 
the greater portion of the new issue. The ** Tesp ” Potassium 
Salt Company, a concern engaged in the production of synthetic 
manures, also received considerable credits from the Bank for 
investment purposes.’ 

As regards long-term credits for private industrial 
undertakings, these were furnished in the form of cash loans and 
were chiefly intended for those concerns which had fallen into 
difficulties owing to the adverse economic position but had 
reasonable prospects of success. The following concerns were 


1 Report of the Board of Directors for the financial year 1927 (Warsaw, 1924), 
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the principal recipients of such financial assistance from the 
Bank :— 

(1) The Prezeworsk Company of Prezeworsk—5,500,000 zl. 
to meet its pressing engagements and also to start a sugar mill 
at Horodenca ; 


(2) The Grodek Pomeranian Electricity Supply Company at 
Torun—1,500,000 zl. for constructing a power line to Gdynia ; 

(3) The National Drainage Company—18,000 shares each 
worth 10 zl; 

(4) The Polish Sea-Fishermen’s Co-operative Union of 
Gydnia—200 shares valued at 10,000 zl; 

(5) The Danziger Tabak Monopol A.G.—6.5% of its share 
capital. 

Besides these companies, the Bank extended its assistance 
to the medium Polish Upper Silesian industries which were in 
great difficulties owing to foreign competition. The Katwoice 
branch of the Bank was authorised to grant to these undertakings 
an aggregate amount of 500,000 zl. to be secured by mortgages 
and repayable after two years.’ 

The year 1928 witnessed a great development of the long- 
term sinking fund credits business. Of these again the granting 
of credits for industry and for building, rather than on mortgages 
of real estate, engaged the foremost attention of the Bank. 
During the year 17 industrial loans were accorded through the 
medium of bank debentures totalling 17,155,000 zl. Applica- 
tions for such loans received by the end of the year amounted to 
a quarter of a milliard zl. But owing to the shortage of funds, 
the granting of such credits was restricted only to those under- 
takings which showed a promise of useful developments from the 
point of view of the interests of the State and of the economic 
life of Poland. Great care was devoted to the examination of 
the technical and financial standings of the concerns applying for 
aid; and applications amounting to 90 million zl. had to be 
rejected as these were not in a position to fulfil the conditions 
required by the Bank. 

During the year the Bank participated to a considerable 
extent in the reconstruction of industrial enterprises and as a 


1 Report of the Board of Directors, National Economie Bank, for the financial 
year 1927 (Warsaw, 1925), pp. 35-36. 
41—1062 B 
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result its holdings in them increased substantially. The 
following figures indicate the remarkable growth of the Bank's 
holdings in industrial undertakings during 1925-1928 * :— 
In Zlote (000 omitted) 
1925 1926 1927 1928 
1,097 5,734 20,113 46,255 

As regards these holdings, they consisted generally of paid-up 
shares in artificial manure and chemical works, in the metallurgi- 
eal industry and in the other enterprises in which the State 
had an interest for political or economic reasons. 

State enterprises were furnished long-term cash credits to 
the extent of 9,939,000 zl., of which the greater portion went to 
the Tesp Potassium Salt Company, the Chemical Industry of 
Poland and the Starachowice Mining Company. As regards 
private industry, the Bank in accordance with its new programme 
of activity decided to withdraw gradually from industrial credits 
business. Hence during the year there was only a nominal 
increase in this class of credits. The principal recipients of long- 
term cash credits were the distilleries which were accorded 
12,400,000 zl. The textile, paper and timber industries 
also received cash loans of 3,023,000 zl., 2,188,000 zl., and 
2,560,000 zl. respectively .* 

In 1929 the participations of the Bank in industrial concerns 
did not show any marked variations. The holdings of founders’ 
shares in the different enterprises were only increased by the 
taking up of shares worth 1,000,000 zl. of the Jarot Timber 
Products Company. 

Among the industrial interests of the Bank, the textile, 
chemical and metallurgical groups encountered great difficulties 
in effecting sales owing to the prevailing economic crisis and 
had to seek financial assistance from the Bank. The assistance 
was granted to an adequate extent in every case. The Bank 
also played a part in the reduction of their overhead charges and 
rationalisation of their processes of production.’ 

There was only one industrial loan against debentures 
amounting to 6,800,000 zl.* This particular type of loan could 


+ Report of the Board of Directors, 
year 128 (Warsaw, 1920), p. 38. 


2 Report of the Board of Directora, National Economic Bank 


National Economice Bank, for the financial 


. for the financial 

year 1928 (Warsaw, 102%), p. 38. 
` Report of the Board of Directors, National Economic Bank. for the financial 

year 1020 (Wersaw, 1930), p. 82, 


4 [bid., p. 20. 
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not be develoned for various reasons. In the first place, the 
conditions prevailing in the money market were very unfavour- 
able for the placing of debentures. Greater caution was also 
exercised in the granting of this kind of loan. The majority of 
undertakings which applied for this form of assistance were not 
in a position to fulfil the essential conditions imposed by the 
Bank. The financial position of a large number of them was 
so unsatisfactory that radical reorganisation was urgently called 
for. Hence the number of applications which had to be rejected 
after a preliminary examination was very great. 

As regards long-term cash credits, State undertakings 
received 3,593,000 zl., while private industry was furnished 
966,000 zl. only.’ 

During 1930 the National Economic Bank accorded three 
industrial loans totalling 1,820,000 zl. in bank debentures. 

The Bank had decided in 1928 to withdraw from the field 
of industrial credits under its new programme of activity, leaving 
this aspect of the credit situation to the ever-widening field of 
the private banks; and since 1929 the Bank had been following 
the policy of gradually reducing its commitments in associated 
industrial undertakings as well as of not increasing its interest 
in outside undertakings. An order of the President of the 
Republic, dated 3rd December, 1930, cancelled Art. 11 of its 
charter which gave it the right of industrial participation.’ 
In the same year the entire holdings of the Bank in the Ursus 
Engineering Works were made over to the State Engineering 
Works. [In addition to this, the book values of many shares and 
participaticns were written off and hence the balance-sheet item 
“ shares and participations ° dropped from 47,293,000 zl. on 
31st December, 1929, to 33,753,263 zl. on 3ilst December, 
1930. 

In accordance with the new policy of the Bank long-term 
cash credit; for associated undertakings and private industry 
were considerably reduced. The former received 2,000 zl. and 
the latter 879,000 zl. only as such loans. The State under- 
takings were granted long-term cash credits to the extent of 
30,000,006 zl.” 


1 Jbid p., 40. = 

2 Repor! of the Board of Directors, National Economic Bank, for the year 19238 
(Warsaw, 197%), p. 48. 

3 Jbid.. for the year 1930 (Warsaw, 1931), p. 46. 
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In the course of 1931, three loans in 74% bank debentures 
amounting to 1,620,000 zl., which had been authorised in the 
previous year, were paid out. But no fresh loans were 
authorised and no commitments were carried over for fulfilment 
in the next year. The greatest share of the industrial loans 
granted up to 31st December, 1931, fell to the mining, smelting 
and metallurcical industries (44.39% of the total) and the sugar 
industry (20.5%). The textile, chemical, ceramic and mineral 
industries received smaller shares.’ Long-term cash credits 
furnished to associated undertakings and private industry were 
smaller asin the preceding year.” The former received 394,000 zl., 
and the latter only 563,000 zl. State undertakings received 
31,040,000 zl. The policy adopted in previous years, of reducing 
its interests in industrial undertakings, was continued by the 
Bank during 1931 and it sold its holdings in the Polish 
Accumulator Company and the Machine Tool Factory ‘*Pioneer.’ 
Its participations and shares decreased by 2.4 million zl. to 31.3 
million zl.* 

During 1932 the long-term cash loans to State enterprises 
amounted to 30,365,000 zl. Enterprises associated with the 
Bank reecived no other credits except small short-term commer- 
cial credits. As in previous years, the Bank continued its policy 
of reducing its interests in industrial enterprises. The indebted- 
ness of private industry in respect of long-term cash loans was 
only 586,600 zl.* The holdings of participations and shares 
during 1932, comprised the following items * :— 


Al. 

1. Potassium Salt Exploitation Coy. ... 18,229,106.66 
2. British and Polish Trade Bank rr 7,066,865 
3. Bank of Danzig “rs .. 4,396,543.84 
4. Bank of Poland .. 1,698,938.80 
5. Danzig Tobacco Monopoly * 1,425,338.98 
6. Other Securities Sa 79 

Zl. 82,816,872.28 

t! Report of the National Economie Bank, for the year 1931 (Warsaw, 1932). 
p- 35. 


3 The granting of credits to associated enterprises was restricted to exceptional 
cases, particularly those enterprises which were of importance to the State. 

* Balance-sheet of the N, E. B. for the year 1931, 

‘ a of the Board of Directors, N. E. B., for the year 1932 (Warsaw, 1939), 
p. 42, p. 4P ond p. 53. 
5 Balatre-sheet of the N. E. B. on the Slet December, 1992. 
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The increase of 1.5 million zl. was entirely in Bank of Poland 
shares. 

In determining the total indebtedness of industry to the 
National Economic Bank we have to take into account not 
simply the cash loans (long-and short-term) for private industry 
but also the loans in bank debentures, cash loans for State and 
associated enterprises, as well as a great portidn of the loans in 
communal debentures granted to Local Government enterprises. 
Computed on these lines the total amount of industrial credits 
advanced by the Bank every year is found to be considerable, as 
is evident from the figures available for the years 1931 and 1932. 
In the former year the cash loans for private industry (including 
those from Treasury funds administered by the Bank) amounted 
to 148.9 million zl. To these should be added almost all the cash 
loans to state and associated enterprises amounting to 114.2 
million zl.. the loans in bank debentures amounting to 25.2 
million zl. and a great portion of the 153.3 million zl. loans in 
communal debentures granted to various Local Government 
enterprises. The total amount of industrial credits thus 
amounted to 400 million zl. during the year." Similarly in 1932 
the cash loans to private industry amounted to 119.4 million zl. 
Besides, almost all the loans in bank debentures totalling 24.3 
million zl., the majority of the loans in communal debentures 
amounting to 153.3 million zl. and 80 million zl. of the credits 
advanced to State and associated enterprises were for industrial 
purposes. As a result, the total share of industry in the credits 
granted by the National Economic Bank amounted, at the close 
of the year 1932, to 380 million zl. 

The role of the National Economie Bank in relation to 
industry, though defined to be rather of a subsidiary nature,’ is 
thus found to be not at all insignificant. It did not completely 
abandon its activities in the industrial sphere even after the 
Presidential order of 1930. Financial assistance rendered to 
industry by the Bank in the form of debenture loans and of 
short- and long-term credits continued to be quite considerable. 
In those cases specially where private banks were not able to 
meet adequately the requirements of industry and in the case of 
the heavy metallurgical and metal industry, the heavy chemical 


1 Report of the Roard of Directors, National Economic Bank, for the financial 


ar 1991, p. 47. . 
* a —— ef Dr. Roman Gorecki at the Presas Conference, op. cit., p. 37. 
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and other large industries, employing modern equipment, the 
Bank rendered useful assistance by providing long-term sinking 
fund credits in the form of bank debentures. Besides, it played 
a very useful part in industrial rationalisation and concentration 
of production. The financial policy of the Bank in respect of 
industry was in recent years guided mainly by the principle of 
rationalisation and it always endeavoured to promote sound and 
far-sighted schemes of industrial reorganisation. 

In concluding our review of the activities of the National 
Economic Bank it will be interesting to know how far the indus- 
trial loan policy of the institution was attended with success. 
In examiring this question we should bear in mind the repercus- 
sions of the world-wide economic crisis on every branch of Polish 
industry. Considering the acuteness of the economic depression, 
it is satisfactory to note that on the whole payments of instal- 
ments of industrial loans were not very unsatisfactory. In 1929 
the payments of instalments were on the whole quite satisfactory 
and only one case was referred to Court. Owing to the further 
aggravation of the economic crisis, however, payments of instal- 
ments slowed down slightly in 1931 and 1932. Reference had 
to be made to Court and the properties of debtors had to be sold 
in a few cases. To safeguard its funds the Bank was also obliged 
to buy in come cases. But in all cases deserving consideration, 
the Bank waived aside its right to foreclose in the event of arrears 
and generally prolonged the periods of repayments, On the 
basis of the Law of the 20th December, 1932, the Bank granted 
far-reachirg facilities to its debtors. The interest charged on 
industrial loans was reduced to 5.5% per annum, beginning from 
the second half-vearly instalments falling due in 1932, and the 
maximum period of redemption for industrial loans was fixed at 
20 years. 





CHAPTER XT’ 
An INDUSTRIAL MORTGAGE BANK FOR INDIA 


The analysis made in a previous chapter * clearly revealed 
that the defects and deficiencies of long-term industrial finance in 
India, in normal times, chiefly related to the lack of financial 
facilities during the development period and for extension, 
reorganisation and modernisation. The most serious gap 
existing in the financial machinery of the country was shown to 
consist in the entire absence of any suitable organisation for 
furnishing long-term loans to industries on the security of their 
fixed assets. The system of managing agency, which has played 
a very important part in the financing of industries in the country, 
has no doubt catered for these particular financial needs of 
Indian industries to some extent. But as already noted, the 
system has undergone considerable degeneration in recent years. 
The modern managing agents have not been able to keep up the 
traditions of the system and have seldom possessed the attributes 
which made the system so useful in the past. Besides, the 
managing agency system of financing 1s open to some grave 
defects... In the circumstances the future development of 
industrial finance in India does not lie there but should be sought 
in the establishment of a special machinery for providing the 
particular type of long-term finance, of which Indian industry 
stands in urgent need. 

The question of establishing a special institution for solving 
the problem of industrial finance in India has beer before the 
country for a long time. The necessity of setting up such an 
institution was stressed by the Industrial Commission as well 
as the Central Banking Enquiry Committee. But no action 
except a half-hearted attempt in one or two provinces was 
taken on their recommendations: their reports were resting 
in oblivion among the dust and cobwebs of the upper shelves of 


i Pubhshed in the form of an article in the Calcutta Review, May and June, 1939. 
3 Chapter V, supra 
3 See Chapter VI, supra. 
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the Secretariat. In the years after the First Great War and 
the depression, as has been shown in the preceding chapter, the 
question of establishing suitable machineries for the long-term 
financing of industries engaged considerable attention in several 
countries, Whenever it was found that industries were unable 
to satisfy their long-term financial needs from the existing 
sources, the desirability of filling the gap in the financial 
machinery by establishing a special organisation was strongly 
recognised In the years after World War II again, when 
attempts are being made elsewhere to set up machineries 
specially designed for providing long-term industrial finance, 
it is highly desirable that India should not lag behind. Her 
need for such an organisation is no less great than that of any 
other country. 

Now the question is, what should be the model on which the 
future Indian institution will be framed? The task of choosing 
a model is not at all an easy matter and a great deal of the 
successful working of the organisation will depend upon the 
proper eheice. In the last 15 or 20 years, during which Indian 
econom'sts ard publicists have been toying with the idea of 
specialist institutions for financing Indian industries, a variety of 
suggestions has naturally been made. But most of these sugges- 
tions have not been theoretically sound and have failed to appre- 
ciate correctly the functions and purposes of such a special type 
of institution, while others have had little practical value. The 
Indian Industrial Commission which favoured the establishment 
of an institution modelled on the lines of the Industrial Bank of 
Japan desired to confine the larger portion of its industrial 
business to the provision of working capital only. In this they 
failed to realise that the restriction of the business of such an 
organisation to the supply of only short-term working capital to 
industry would defeat the very purpose for which it would be 
started. ‘The problem of long-term industrial finance which is 
more complex and more acute would not be solved thereby. The 
attitude of the Industrial Commission entirely misconceived the 
nature and functions of specialist institutions designed for 
financing industry. Wherever such organisations have been set 
up, their object has primarily been the provision of long- and 
medium-term financial facilities for industry. The Indian 
Central Banking Enquiry Committee threw out a suggestion for 
the formation of Provincial Industrial Corporations but they did 
not develop the idea and details were not filled in. 
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The Industrial Bank of Japan had hitherto been the only 
model before India. "Whenever a pattern had been sought for 
the future Indian institution, Commissions, Committees and 
economists had invariably turned to Japan. Even the ** Foreign 
Banking Experts "’ who were invited to assist the deliberations 
of the Indian Central Banking Enquiry Committee believed that 
Japan was the only country where a specialist institution 
specifically designed for financing industries existed.’ 

A careful study of the structure and operations of the 
Japanese institution, however, has impelled us to reject the 
Japanese model for India. The loans furnished by the Bank were 
not truly iong-term and there was no statutory provision for 
amortisation. except for ship mortgage loans. An institution 
furnishing ruch type of industrial loans would not fulfil the real 
need in India for long-term industrial finance. Besides, it had 
combined issue business with industrial mortgage banking and 
had further added to it ordinary commercial banking. Such a 
mixture of various kinds of banking functions is not desirable. 

The Japanese Bank, though a singular instance of a special 
institution for financing industry in the days before the First 
Great War, is not in the present times, the one and only 
instance of a specialist institution for the long-term financing of 
industry. In seeking a model for India, therefore, we need no 
longer turn to Japan alone. During the years after World War I, 
in a number of European countries, it has been seen, a new 
machinery was evolved for satisfying the long-term financial needs 
of industry. Industrial mortgage banking was a very useful and 
interesting experiment in industrial financing attempted by 
these European countries. A considerable measure of success 
was achieved there and the same experiment may very profitably 
be made in India. An organisation closely modelled on the lines 
of these post-war industrial mortgage banks in Europe will be 
eminently suitable for the financing of industries in India. The 
main business of the Institution will be, as with its European 
confrères, the granting of long-term amortisation loans to 
industry against the mortgage of industrial real estate, land, 
factory buildings, machinery and plant, the necessary funds for 
its operation being obtained by issuing industrial mortgage bonds 
in addition to its own share capital. 


i Report of the Indian Central Banking Enquiry Committee, Vol. I, Part I, 
P- 683, " 
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All-India or Provincial Basis : 


In recommending the establishment of a specialised 
mortgage bank for furnishing Indian industries with long-dated 
capital, the most important question that has to be decided is 
whether the proposed Institution should be founded on an All-India 
or Provincial basis. The majority of the Indian Central Banking 
Enquiry Committee decided in favour of the establishment of 
Provincial Institutions. Their decision, in this connection, 
appears to be reinforced by the recommendations of a number 
of Provincial Banking Enquiry Committees for setting up 
‘ industrial banks '’ on purely provincial lines. The most 
important single consideration that impressed them in favour of 
& Provincial Institution instead of an All-India one was the 
anxiety to safeguard provincial interests. A persistent fear 
seems to have haunted not only the Provincial Committees but 
also the Central Committee that in the event of a Central 
Institution being established, the particular interests of the 
provinces would be neglected. A national centralised Institute 
could never be expected to possess the detailed knowledge of local 
conditions which the lending of mortgage loans requires. 
Independent provincial institutions, it was believed, would be 
much more useful in this direction than the Central Bank 
working through its branches and agencies. Only a Provincial 
Institution would be able to take proper care of provincial needs 
and aspirations.’ We have, however, carefully considered all 
the arguments that have been adduced in favour of provincial 
institutions, and we are inclined to believe that the balance of 
advantage lies still in favour of the Central Institution. 

The main function of the proposed Institute will be the 
issuing of industrial mortgage bonds. Now there are three 
essential elements in the mortgage bond: security, marketability 
and yield. A Central Bond Issuing Institute is calculated to 
promote tbe marketability and improve the security of the bonds 
decidedly in a greater degree than a Provincial Institute. 
As regarde marketability, it is clear that the bonds of the 
Central Institute, commanding an enormous amount of capital, 
having a well-known directorate and issuing a large number of 
these bonds, secured by a diversified parcel of properties all over 


1 Report of the Indian Central Banking Enquiry Committee, Vol. I, Part I. 
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the country, will provide a greater appeal to the investing public 
than the local small issue of a Provincial Institution. Such 
bonds will be sold both at home and abroad. Considering the 
extent of the capital market in India, it cannot be expected to 
respond quickly and easily to a number of separate bond-issuing 
institutions.‘ The home market is not sufficiently strong to 
provide al! the enormous funds that may be required for financing 
the various industries of the country. The foreign capital 
market shall have to be tapped to obtain some of the necessary 
funds. The large national organisation will be better known and 
will command a much greater confidence than the smaller 
provincial institutions. The foreign investor is quite likely to 
be interested in a national issue secured by widespread mortgages, 
although he may not be prepared at all to invest in locally 
secured bonds. As regards investors within the country itself, 
there are undoubtedly some who will prefer local securities 
partly for sentimental reasons and partly because they feel they 
can have a personal knowledge of the undertaking and of those 
who are in charge of it. Thus the Madras investor may be quite 
willing to put his money in a glass factory in Madras but will 
be reluctant to take an interest in a Punjab glass factory. But 
there is another aspect of the question. Bonds issued by the 
Assam Industrial Mortgage Bank may not be touched in Bombay, 
Madras or Bengal. But if it were a Central issue, the investor 
in every province will be interested. A large issue of bonds by 
a Provincial Bank may not find a ready market—may not find a 
market at 2ll. Again, if the bonds are given any guarantee, that 
of the Central Government will undoubtedly inspire more con- 
fidence. ‘lhe bonds issued by the Central Institute and guaran- 
teed by the Central Government will enjoy a greater reputation 
both at home and abroad, and the requisite funds may be raised 
without much difficulty. 

As regards the question of security, it has a twofold aspect. 
It has, in the first place, reference to the relations between the 
mortgage bank and the owner of industrial enterprises and in 
the second place to the relations between the bank and the bond- 
holder. In the interests of the bank the loans granted will have 
to be safeguarded. It is also necessary that the would-be 
investors have to be induced to purchase the bonds by making 


1 Discussions with Foreign Experta—Indian Central Banking Enquiry Committee, 
Vol. TV, p. 281. 
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them secure to the greatest possible extent. It is clear that the 
security of the bonds issued depends a great deal on the proper 
and scientific distribution of risks. With a central organisation, 
the opportunity for diversification of risks will certainly be 
greater than with a local institute. It is a root principle of 
investment banking to achieve the maximum diversification of 
risks. There are two principal bases on which risks can be 
diversified—geographical and generical. It is evident that both 
these two forms of distribution can be obtained to the maximum 
extent in the case of an All-India Bank. So far as geographical 
distribution is concerned, the All-India Institute can reduce its 
risks to the minimum through careful selection of undertakings 
existing in different parts of the country. Different areas will 
be subject to different risks, because of different climatic, financial 
and industrial conditions. If there is a depression in the main 
industry of the province, say the cotton industry in Bombay, the 
jute industry in Bengal, the sugar industry in Bihar or U.P., 
the provincial institutions which may have advanced heavily to 
their respective industries will be reduced to a helpless position. 
The majority of their borrowers will default and a considerable 
portion of their assets will be frozen. The situation will not be 
so perilous if the institution were an All-India one. If there is 
a depression in one industry in one province, the Bank will on 
the whole maintain its position by the profits it may make with 
regard to the same industry in another province. Owing to 
purely local conditions, a depression may occur in the cotton mill 
industry in Bombay but not in Bengal. The All-India Bank 
will not be so vulnerable in the event of a provincial or local 
depression or in the event of a slump in a specific industry. 
Risks can be distributed not only geographically but also 
generically by the All-India Bank much better than by the 
provincial institutions. The Central Institution can invest in 
many more different kinds of industry than a Provincial Bank. 
Except in the case of a world-wide depression, like the one 
recently witnessed, it is unlikely that all the different kinds of 
industry should be simultaneously caught in a slump. The 
depression in one or two industries can have little repercussion 
on the general prosperity of the Bank. A substantial number of 
industries has to be affected and a substantial fall in the value of 
the mortgaged property has to occur before the Central Institute 
can be threatened with any disaster. Different influences will 
affect different types of industry and industrial property, so that 
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if one industry declines in value, the value of others may be 
well-maintained or may even rise. A Central Institute will be 
able to sustain itself better, because its investments will be very 
carefully distributed among various industries in various provinces 
and the chances of its being affected by an industrial depression 
will at the same time be comparatively smaller. If it is admitted 
that security both of the loan and of the bond-holder has to be 
ensured for the successful operation of the Mortgage Institute, 
the measures which will ensure maximum security must be 
adopted. The Central Banking Enquiry Committee failed to 
realise the gravity and importance of the question, when, carried 
away by an anxious desire to safeguard the narrow sectional 
interests of the provinces, they recommended the establishment 
of industrial corporations on provincial lines. Wherever indus- 
trial mortgage banks have been started, considerations of security 
and marketability have weighed so seriously with them that 
they have always attempted to diversify the risks of investment 
as much as possible by selecting different types and sizes of 
industry situated in widely different parts of the country. It 
may also be mentioned in this connection that a great deal of 
the successful working of the British Investment Trusts has 
depended on their policy of distributing the risks geographically, 
industrially and denominationally. 

A Central Bank will certainly be immune from the chief 
dangers which beset local banks, vtz., particular economic 
interests. Tt will be outside the pressure of local facts and the 
confusing influence of provincial patriotism. As Dr. Jeidels 
remarked, ‘‘ If the organisation is too local, too provincial—local 
fight might arise about propositions submitted to the Corporation, 
everybody claiming that his proposition is the best. The Cor- 
poration therefore ought, I think, to keep as much aloof from 
local influence as possible, particularly in the beginning.”* ' 
Otherwise it ‘‘ will run the danger of becoming a pandemonium 
of partisan struggle and incompetence." * The encouragement 
of narrow sectional interests which is sought by the establishment 
of provincial institutions cannot be too strongly condemned. In 
economic matters, the promotion of separate provincial interests 


t Discistions with Foreign Experts—Indian Central Banking Enquiry Committe, 
Vol. IV, p- 250. : x 

2 Repore of tho Foreign Banking Experte—Indian Central Banking Enquiry 
Committee, Vol. I, Part I, p- 640. 
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18 highly injurious. So far as industrial development is con- 
cerned, it is never desirable, as Mr. Manu Subedar rightly 
observes, to take a narrow view of provincial development in 
preference to an all-round national development." 

The preceding discussion has made it abundantly clear that 
the proper course would be to organise the future Industrial 
Mortgage Bank of our country on an All-India basis. But after 
careful consideration of the peculiar conditions of India—the 
vast area of the country, the existence of acute provincial 
jealousies and of an anxiety to safeguard the interests of local 
and small industries,—we are inclined to restrict our proposed 
Central Institution to the business of issuing bonds only. We 
do not propose to entrust it with the responsibility of granting 
long-term loans direct to industrial concerns. The organisation 
that we are contemplating and that we believe would be the 
most suitable type for India is an All-India Bond Issuing 
Institute and a number of Credit-Granting Provincial Bodies 
affiliated to it but having no power of bond issues. The two 
functions of granting loans and issuing bonds have been 
separated in our scheme and have been entrusted to two different 
bodies. The All-India Bank will have the absolute monopoly 
of bond issues, but, instead of lending direct to the industrialists 
themselves, will grant loans to the provincial or regional banks 
which will not be able to raise the necessary funds so easily in 
the capital markets of home and abroad. These provincial 
institutions will re-lend the proceeds of their loans from the 
Central Bank to the industrial concerns, handing over at the 
same time lo the Central Institute the mortgages of their indus- 
trial borrowers equal to the amount of the loan they receive. On 
the basis of the mortgaged properties, the Central Bank will 
issue a standardised bond of extraordinary strength and stability 
giving a definite specific yield. The Central Bank could lend 
with perfect safety upon the assignment of the large mass of 
mortgaged vroperties which the local institutes have taken from 
their clients as well as on the general security of the borrowing 
banks. The security consisting of mortgages in different parts 
of India in a number of provinces and relating to various 
industries and various kinds of industrial property would be 
extremely well diversified and almost unchallangeable. The 


— 1 Report of the Indien Centra! Banking Enquiry Committee, Vol. I, part TI 
(Minority Report), p. 941. 
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Central Bank will make large issues of bonds and the funds that 
it will obtain will be re-lent to the provincial institutions. The 
price at which the capital will be raised will be charged to the 
latter with a small addition for administrative expenses and a 
reserve fund. The expenses of conducting the business will 
include the costs of the bond issues, the salaries of qualified 
officials, rent for bank premises, etc. The difference between 
the rates of interest received from the borrowing bank and the 
rates allowed to the purchasers of the mortgage bonds will 
constitute the main source of the income of the All-India Bank. 
The Bank need not and probably should not lend at the same 
uniform rate to all the provincial banks. Different rates may 
be charged to the borrowing banks according to their credit. 
Some restriction may also be imposed on the maximum amount 
that could be lent to a single Provincial Institute. The 
borrowers of the Provincial Institute will be charged a rate 
slightly higher than that at which the institutions themselves 
will receive their loans from the All-India Bank. The set-up 
that we are contemplating is also calculated to provide cheaper 
industrial finance than will ever be possible if independent 
provincial institutions were formed. The Central Institute will 
undoubtedly be able to place its issues at a rate of interest much 
less than that at which a number of smaller competing provincial 
banks making numerous issues will be able to do. If bonds can 
be sold at a cheaper rate, money can also be lent to the 
borrowing provincial institutions at rates much lower than what 
they must pay when appealing directly and separately to the 
investing public. Cheap finance will filter down through the 
provincial banks to the owners of industrial enterprises and thus 
industry will enjoy exceptionally good financial facilities. It 1s 
significant that the French Credit Foncier and the Centralised 
Swedish Institute in the sphere of agricultural mortgage credit, 
both of which possess absolute monopoly issues, have success- 
fully placed their bonds at much cheaper rates than their 
smaller confrères in countries of similar conditions. The com- 
parison is probably not conclusive as there are other elements to 
be considered, but there is ample ground to believe that this 
monopoly of borrowing power has had a great deal to do with 
the cheapening of interest rates." 


t J. L. Coben, The Mortgage Bank, p. 128, 
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The division into a Central Bond Issuing Institute and a 
decentralısed organisation of credit granting bodies will, we 
believe, be admirably fitted to the needs of the situation. The 
difficulties arising from the peculiar conditions of the home 
capital market will be solved, provincial jealousies will be satis- 
fied, fears and suspicions will be allayed ; and yet the set-up will 
be outside the pressure of local facts and the confusing influence 
of provincial patriotism. The three essential conditions in the 
mortgage bond—marketability, security and yield—will be 
satisfied as in no other scheme. Security and marketability will 
be maximised and a definite specific yield will be ensured. 
>s > In recommending this particular type of industrial mortgage 
bank for India, we have been greatly impressed by the Swedish 
models in the spheres of agricultural and urban credit. The 
Swedish General Mortgage Bank is the Central Bond Issuing 
Institute and lends the proceeds of its bond issues to district 
associations affiliated to it, upon the assignment of mortgages 
which they receive from their own borrowers.’ In an analogous 
manner the Swedish Town Mortgage Institution centralises the 
bond issues for its affiliated urban credit associations and grants 
mortgage credits to them. 

Our argument for a Central Bond Issuing Institute is 
further reinforced by recent developments in the history of 
mortgage banking. The advantages of a central national issue 
have become increasingly patent; and the post-war years 
witnessed a remarkable development of the centralised mortgage 
bond. Tn every country there was noticeable an unmistakable 
tendency towards the creation of Central Bond Issuing agencies. 
The type based on Swedish experience was coming more and 
more into favour. An important instance is furnished by the 
Deutsche Kreditanstalt founded in 1925 on lines closely similar 
to those of the Swedish Mortgage Bank. It was a Central 
Agency for issuing bonds, the proceeds of the bond issues being 
lent to agricultural and co-operative associations.’ 

The growth of the concentration movement among mortgage 
banks illustrates the same tendency towards centralisation. 
The post-war history of mortgage institutes in Germany, for 
instance, is dotted with fusions and amalgamations. The 


* 


1 Strickland, Studies in European Co-operation, Vol. TI, p. 50. 
a J. L. Coben, The Mortgage Hank, pp. 101-932. 
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formation of Preussische Centralborden und Pfandbriefbank is 
a remarkable instance of this movement.’ vi 

The advantages of a Central Institute in the sphere of 
agricultural credit have been considered to be so great and 
numerous that it was even proposed to start an Imperial 
Mortgage Bank for the whole of the British Empire.* Such 
an institution with its headquarters in London could lend to 
the existing mortgage banks in the different parts of the British 
Empire which might be in difficulties to raise the necessary 
funds themselves. The Imperial Bank with much less effort 
and difficulty could obtain the requisite funds from the markets 
of the world by issuing bonds on the basis of the mortg ed 
properties in different countries of the Empire. The security 
and marketability of these bonds would be unquestioned. In the 
same way the question of setting up an International Mortgage 
Bank, standing in the same relation to the mortgage banks of 
the world as the Swedish Institution does to its affiliated 
associations, has been frequently canvassed in recent years. It 
had even engaged the attention of the League of Nations and 
was ‘actively studied by its Financial Committee and a special 
Delegation of this Committee. A concrete proposal for forming 
an International Agricultural Credit Company was drawn up by 
this body. It was considered in Geneva, in April and May, 
1931, by a Sub-Committee of the Committee of Enquiry for 
European Union and was approved by the latter and also by the 
Council which appointed an Organisation Committee to take all 
necessary steps for its organisation.” 

International Institutes for feeding the mortgage banks of 
several countries, though not of the whole world, have already 
been formed. The Institute Central pour Prets Hypothecaires 
was founded with a registered capital of 10 million florins in 
Amsterdam in 1930 by a body of leading bankers of different 
countries. Similarly the Internationale Bodenkreditbank was 
established at Basle with German, Swiss and Swedish capital, 
with an idea of issuing bonds to the public and purchasing with 
the proceeds the bonds of mortgage banks.* 


1 J. L. Cohen, The Mortgage Bank, p. 119. 

a The Statist, September 13, 1930, . pP- 876-77. 
3 
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Agricuitural Crisis, Vol, T, 1051 (League of Nations), p. 7}. 
J. L. Cohen, The Mortgage Bank, p. 151, 
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The foregoing discussion has clearly revealed the recent 
tendency among mortgage institutes to establish Central Institutes 
and has amply demonstrated the advantages of the system of 
having a Central Bond Issuing Institute in preference to 
decentralised provincial bodies. In the circumstances it is 
only logical that India should not take a retrograde step by estab- 
lishing separate provincial institutions as the Central Banking 
Enquiry Committee recommended but should keep herself abreast 
of the times and, profiting by the experience of other countries, 
should form her future Industrial Mortgage Bank on lines parallel 
to recent world movements. The Government of the United 

- Provinces recently founded an ‘‘ Industrial Credit Bank '’ 
for financing the industries of the provinces on the lines of the 
recommendations of the Industrial Finance Committee. An 
Industrial Credit Syndicate was also established in Bengal 
under Government auspices for extending credit facilities to 
small industries. The organisations were conceived entirely on 
provincial lines and in the light of the preceding discussion can 
never be supported. In these days of planning, such piecemeal 
efforts on the part of Provincial Governments can hardly be 
approved. In order to reap the full benefits of a Specialist 
Institution and to ensure its successful working, it should be 
formed under the auspices of the Central Government, as we have 
suggested. 


Amount and Mode of Subscription of Capital - 


The question of the amount and mode of subscription of the 
capital of the proposed All-India Mortgage Bank should next 
engage our attention. As regards the amount, it must be 
emphasised that it should be such as would give the Bank a 
definite status both at home and abroad. As Mr. Manu Subedar 
has observed, ‘‘ the psychological factors of hopefulness and 
confidence among the public and business community, which are 
necessary for the proper functioning of such an Institution, must 
have to be created."'' Wherever such Institutions have been 
formed, ə fairly large initial share capital has been provided for, 
and there have generally been stipulations for a further increase 
of capital, if necessary. An adequate policy of distribution of 

* ! Report of the Indian Central Banking Enquiry Committee, Vol. I, Part II, 
(Minority Report), p. 344. 
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risks is partly dependent on the size of the Institute. Agricul- 
tural Mortgage Institutes in Europe and America have, therefore, 
been, as a rule, more or less large-scale undertakings. In the 
sphere of industrial credit also, the Finnish, the Hungarian and 
the Saxon Mortgage Institutes were started with a fairly large 
share capital. In the case of India the existing demand for long- 
term industrial finance is considerable. ‘The industrial develop- 
ment of the country has also immense possibilities. Extension 
and reorganisation are urgently called for in most of her major 
industries. The potential needs of long-dated industrial capital 
must, therefore, be very great in the near future. All these 
factors have to be taken into careful consideration in determining 
the size of the Bank's capital. Various estimates of this size 
have been made. A well-known Indian banker estimated that 
the capital should be Rs. 50 lakhs to start with, and it might be 
gradually increased, if necessary.’ A university professor's 
estimate was one crore, to be increased later on as the Institution 
should show signs of stability and success.” Mr. Manu Subedar 
in his Minority Report put it at 5 crores,” and a Chamber of 
Commerce proposed two to three crores.* The various Provincial 
Banking Committees which suggested the establishment of 
provincial industrial banks made different estimates of the initial 
share capital required by such institutes. The proposal of the 
Bombay Committee, for instance, was an authorised capital of 
Rs. 5 crores and a paid-up capital of 1 crore.* 

But all this is mere guess work. It would be advisable to 
conduct a survey of the industrial conditions of the country 
before any decision is made as regards the size of the All-India 
Bank’s capital The survey should be made—as Mr. Nalini 
Ranjan Sarker suggested in a valuable note of dissent to the 
Central Banking Enquiry Committee's Report—by an expert 
body and should be sufficiently comprehensive so as to cover not 
only the immediate possibilities and scope of new industries 
which can be started but also the extent to which existing indus- 
tries may profitably be expanded and reorganised, full account 


t Evidence (writfen) of Mr. (later Sir) &. N. Pochkhanawalla—Indian Central 
Banking Enquiry Committee, Vol. TI, p. 42. 

® Indian Central Banking Enquiry Committee, Vol. II. 

s Jbid., Vol. I, Part II, p. 344. 

4 Jbid., Vol. TI, p. 540. 

5s Report of the Indian Central Banking Enquiry Committee, Vol. T, Part I, 


p. 288. 
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being taken of modernisation, extensions and replacements of 
plant and machinery.’ It would be difficult to offer any estimate 
as to the size of the necessary share capital without this indus- 
trial survey. The nominal capital should be kept fairly high. 
The whole of the nominal capital need not be issued at once. A 
fairly good amount may be opened for subscription in the begin- 
ning and bonds may also be issued against industrial mortgages 
to the extent as recommended hereinafter. Further shares and 
bonds may be issued as and when required. 

The capital of the All-India Bank should be contributed 
partly by the Central Government and partly by the various 
Provincial Institutions. The organisation scheme of the Provin- 
cial Banks will be as follows :— 

The capital of a Provincial Institute will be divided into 
two classes—‘‘ A ' and ‘‘ B" stock. 75% of the shares will 
belong to Class ‘‘ A ’’ and 25% to Class ‘' B."" The former will 
be held partly by the State Government, partly by the public 
and- partly by the banks and other institutional investors. The 
= B- series of shares must be subscribed by the would-be 
borrowers of the Banks, industrial enterprises, whether private, 
jointstock or co-operative, to an amount equal to a fixed percent- 
age, sav 5%, of their borrowings. When the industrial 
borrower will have paid his loan and ceased to be a borrower any 
longer, he will be at liberty to sell his share to a prospective 
borrower or to transfer it to Series ‘‘ A ' shares which may, 
then, be sold to anybody. Series * B ° shares should be made 
not transferable except to another industrial borrower or an 
individual eligible to become a borrower and then only with the 
approval of the Directors of the Provincial Institution. But 
each holder of the Series ‘‘ B” shares must, within two years 
after he has ceased to be a borrower, exchange his share at its 
fair book value. not exceeding par, as determined by the 
Institute, for a Series ** A "’ share. By this provision, it will be 
possible fo maintain permanent relations with the borrowers 
and to firmly establish the co-operative principle of joint liability. 
Tt is also to be expected that the Government Stock will be 
gradually retired as private investors subscribe for Series ‘* A ” 


-. shares, and Series ‘‘ A ” shares are substituted for Series ‘‘ B ” 


1 Discussions with Foreign Eoaperte—Indian Central aii Enquiry Committee, 
Vol. IV, p- 384. 
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shares, when a borrower has paid his loans. The participation of 
borrowers in the share capital of the lending Institute has been 
an interesting feature of several organisations dealing in mort- 
gage credit in recent years. The Industrial Mortgage Bank of 
Finland, Ltd., is an important case in point." In the United 
States, in a different sphere of mortgage credit, the same pro- 
vision requiring the borrower to subscribe to a certain fixed 
portion of the share capital of the credit granting body has 
recently been made. According to the American Agricultural 
Credit Legislation of 1933, viz., the Emergency Farm Mortgage 
Credit of May 12, 1933, and the Farm Credit Act of June 16, 
1933, borrowers of a Productive Credit Association must sub- 
scribe to ite Class ‘‘ B ’’ stock, and the borrowing Associations 
must subscribe for stock in the Central or Regional Co-operative 
Banks, in amounts equal to 5% of their total borrowings.” > 


Collective Liability : 


The joint and several liability of the borrowers 1s a common 
feature of mortgage banks organised as mutual associations. In 
the case of agricultural credit co-operative associations, issuing 
mortgage bonds in their early stage, each member was held 
liable to the total value of its assets for the debts of the associa- 
tion. The debtor associations of the Swedish General Mortgage 
Bank were liable to an unlimited extent for the debts of the 
Central Bank in proportion to the amounts respectively borrowed 
by them. The borrowers of the associations themselves in turn 
were jointly and severally liable without limit for the obligations 
of their respective associations in proportion to the debts owed 
by them.” 

At the present times, the liability of the borrower is limited 
as a rule to the amount of his own loan or to that part of it 
still outstanding or even to his share in the capital. As an 
instance of the case where the liability is related to the holdings 
in the share capital, mention may be made of the Belgian local 
banks which affiliated with Central Banks by subscribing one 
share at least, involving a liability limited to at least ten times 


i Report of the Industrial Mortgage Bank of Finland, Ltd., 1924. Also Letter 
to the writer from the Managing Director of the Bank. 

3 Journal of Political Economy, Vol. XLII, February, 1934, pp. 90-51 

s Herrick and G. Ingalls, Rural Credits, p. 189, p. 218. 
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the amount of the share." In the Rentenbank Kreditanstalt of 
Germany, the agricultural debtor organisations were individually 
liable for the unamortised principal of the loan. The Municipal 
Mortgage Bank of Finland laid down that the members would 
be jointly liable up to the amount of the difference of the loan 
outstanding and the value of the mortgaged property. In the 
Provincial Mortgage Bank of Saxony, which dealt in industrial 
mortgage loans, the borrowers, it will be recalled, were jointly 
and severally liable up to 10% of the loan granted.? A great 
deal of the security of the bonds issued by a mortgage institute 
which is a mutual association of borrowers depends on the 
collective hability, limited or unlimited, of members. Combining 
Swedish with recent Saxon experience, we would suggest that 
the Provincial Institutes in India should be jointly and severally 
liable for all debts of the Central Banks up to 10% of the loans 
granted. The borrowers of the Provincial Banks, the mortgagors 
themselves, should in their own turn be jointly and severally 
hable up to 10% of the loans granted by their Provincial 
Institutes. The bonds of the All-India Institute will virtually 
attain bed-rock security, as they will have not only the mortgages 
as cover but also the joint liability of the Provincial Banks and 
their industrial customers. 


Proportion of Bonds to Share Capital : 


As already stated, the Industrial Mortgage Bank of India 
will issue bonds against the securities of the mortgages handed 
over to it by the several Provincial Institutions. Besides the 
paid-up share capital, the main source of funds for its operation 
will come from the proceeds of its bond issues. An important 
question which must be settled at this stage is what proportion 
the bonds issued by the Bank will bear to its capital and reserves. 
The sums obtained by a mortgage bank by issuing its bonds 
are analogous to the deposits received by commercial banks. 
But while the funds of the commercial banks are essentially 
short-term, those of the mortgage banks are not so and may, 
therefore, be appropriately used for granting long-term loans, 
running for several years. As a result of convention or statutory 
obligation commercial banks have to maintain certain reserves to 
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ìi Herrick and G. Ingalls, Rural Credite, p, 886. 
3 Statutes relating to the establishment of the Saxon Mortgage Bank, Sec. 9, 
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their liabilities. In the same way convention or law has 
stipulated that an equilibrium should be maintained between the 
bonds in circulation and the outstanding loans. Generally, the 
face-value of the bonds in circulation should never exceed the 
total amount of the outstanding loans, and in addition to this 
the extreme limit of bond issues is fixed at a certain number of 
times the paid-up capital or the paid-up capital plus reserves, 
the total volume of bonds in circulation always bearing 
a fixed proportion to the latter. Im some cases, instead of 
stipulating for a fixed ratio between outstanding bonds and 
owned capital, the maximum bond issue is limited to a certain 
figure. ‘The underlying idea in laying down such provisions is 
the prevention of excessive issue of bonds and the guarantee of 
the security of the bondholder. Mortgage banks whether 
agricultural, industrial, or urban, have almost invariably provided 
for some limitations to the issue of bonds. A study of a 
representative list of 22 agricultural mortgage banks in Germany 
shows that the bonds varied between 17 times the capital and 
reserves to 7.5 times, the average being 12 times. The recently 
established Rentenbank Kreditanstalt, already referred to, limited 
bond issues to six times the paid-up capital, which might be 
increased to eight times by special consent of the Reichsrat. In 
the case of agricultural mortgage banks generally the ratio has 
varied from eight to twenty-five times the paid-up capital.* In 
the field of urban and industrial credit, however, the limit is more 
conservative. The Industrial Mortgage Bank of Finland, Ltd., 
adopted the limit of ten times the capital and reserves.’ 

The Swedish Institute, organised in 1934 to furnish middle- 
and long-term credits to industry, is to have the right of issuing 
bonds up io four times the capital guarantee and the reserve fund 
to be formed hereafter. The Industrial Mortgage Bank of 
Saxony limited its bond issues to 75 million RM.* and the Spanish 
Banco Credito Industrial to 150 million pesetas.* In the case 
of institutions issuing bonds or debentures, not necessarily 
mortgage banking institutions, the general rule is also to adopt 


3 J. L. Coben, The Mortgage Bank, p. 144. 

* M. T UHertick, Rural Credits, p. T21. 

3 Letter to the writer from the Managing Director of the Bank, dated the tb 
November, 1934. 

4 The Economist, Banking Supplement, May 12, 1034, p. 14. 

s Chapter X, supra. . 

* The Banker, June, 1033, p. 160. 
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some kind of limitations of bond issues. The British Invest- 
ment Trusts’ have generally provisions putting some limit to 
their bond issues. The average of 50 of the leading British 
Trusts shows bonds to the extent of 39.26% of the total 
capitalisauion or a ratio to total stocks outstanding of two to 
three.’ The American Edge Law permits a company established 
under its provisions to issue debentures up to 10 times the 
aggregate capital and surplus of the issuing company.* There 
are, no doubt, some cases where the only limitations are those of 
the bond issues being equal to the mortgages granted. The 
National Hungarian Farmers Mortgage Institute operated under 
such a provision. But the additional rule fixing the extreme 
limit of bond issues is desirable to enhance the security of the 
bondholder. The recent trend is in favour of putting such a 
limit as may be observed from the case of the Finnish Industrial 
Mortgage Bank, which had originally provided that bond issues 
should be simply limited to mortgages granted.’ 

It is abundantly clear from the preceding discussion that 
some limitation should be placed on the amount of bond issues 


to be made by our proposed All-India Institute. The bonds 


should be made to bear some definite proportion to its share 
capital and reserve. It will tend to promote the security of the 
bonds and the confidence of the investors. It is surprising to 
find Mr. Manu Subedar advocating in his Minority Report that 
any hard and fast proportion of bonds to paid-up share capital 
need not and should not be laid down.* Another well-known 
Indian banker (Sir 58. N. Pochkhanawalla) also made the point 
before the Central Banking Enquiry Committee that it was 
unnecessary to have any limitation on the debenture capital in 
relation to share capital.“ All this is contrary to established 
theory and practice and cannot be accepted. 

In suggesting the fixation of a ratio of bonds to share capital 
in the case of the Indian Institute, it should be remembered that 
the greater the proportion of bonds to capital and reserves, the 
smaller s the element of safety. Hence where the risk of 
investment is the greater, the relation of bonds issued to capital 


i Lawrence M. Speeker, The Investment Trust, p. 85. 

s bid., p. 79. 

s Bec. 6, Articles of Association. 

4 Report of the Indian Central Banking Enquiry Committee, vol, I, Part II, 
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and reserves should be lower. Industrial Mortgage Banks cover 
their loans partly by mobile assets and hence must have the 
relation of bonds issued to capital lower than purely land 
mortgage banks which advance against real estate. But at the 
same time it would not be advisable to fix the ratio at too low a 
figure, not only because it is not necessary but also because it 
will hinder the proper functioning of the banks for lack of funds. 
The ‘‘ Foreign Experts,’" who assisted the deliberations of the 
Indian Ceutral Banking Enquiry Committee, recommended the 
ratio of 2:1. Dr. Jeidels in the course of the discussions opined 
that it might just as well be 3:1, if the capital were not less than 
one crore; but the ratio under no circumstances should be 
higher." The Central Banking Enquiry Committee was entirely 
guided by the opinion of the ‘* Experts in the matter and 
recommended the adoption of the ratio of 2:1." 

The restriction of bonds to share capital as recommended by 
the Experts and the Central Banking Enquiry Committee appears 
to us to be unnecessarily conservative and severe. We are 
inclined to think that a higher proportion would not only be 
sound and adequate but even necessary, so that it might not fall 
short of the reasonable requirements and might not injure the 
revenue earning position of the Bank by not providing the neces- 
sary turnover on which expenses could be spread out. In 
Mr. N. R. Sarker’s note of dissent, already referred to, it has been 
suggested that the limit of 5 times the amount of the share 
capital may be adopted. This is a fair and reasonable limit and 
may be accepted. We would only recommend that the reserves 
should also be taken into account; that is, the bonds should be 
limited to 5 times the amount of share capital plus reserves. 
The ratio may be increased later on, if necessary, up to 10 times 
the amount of share capital and reserves but should not go 
beyond that. 


State Parlicipation of Share Capital and State Guarantee of 
Bonds : 


We have proposed that State-aid should be furnished to the 
Indian organisation in the shape of subscription to share capital. 


i Discussion with Foreagn Exrperte—Indian Central Banking Enquiry Committee, 
Vol. IV, p- 9838. 

2 of the Indian Centra! Banking Enquiry Committee, Vol. I, Part I 
(Majority Report), p. 902. 
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in the peculiar conditions of India we are inclined to believe 
that Government assistance, not only in the form of subscription 
to share capital but also in the form of a guarantee of the bonds 
of the Central Institute, will be necessary. The investing public 
here are proverbially shy and nervous. In order to make the 
bonds attractive to them and to draw out from them the required 
capital, it is essential that Government should not only hold some 
shares but should, at least in the beginning, guarantee the bonds. 
Even Dr. Jeidels admits that in the beginning the sale will be 
much easier with Government guarantee." When his attention 
was sufficiently drawn to the peculiar circumstances in India, 
he did not strongly object to a temporary guarantee. The 
guarantee will be necessary to attract investors not only from 
within the country but also from without it. We have already 
stressed the necessity for tapping the foreign capital market 
and the guarantee is sure to inspire confidence in the foreign 
investors who may not otherwise come forward and open their 
purse-strings It is satisfactory to note that the Central 
Banking Enquiry Committee recommended a guarantee of the 
interest on the bonds and further laid down that the guarantee 
should be limited to the first issue of bonds or to a certain 
period of currency of the bond issue.* It may, however, be 
urged that such limited guarantee has some drawbacks, for the 
difficulty may arise that the public may be unwilling to take up 
subsequent issues when made without any guarantee at all. 
But it is expected that after a few years, when the public will 
correctly appreciate the nature of the organisation and be 
familiar with its working, the stimulus of a Government 
guarantee will not be required to induce them to invest. The 
same thing has happened in Japan and elsewhere. 
ve In recommending this State participation of share capital 
and State guarantee of the bonds, we have been chiefly guided 
by the fact that State-aid has been a predominant feature in 
almost all instances where Specialist Institutions have been 
started either for the financing of agriculture or of industry. 
There are numerous instances where the State has contributed 
wholly or partly the capital of agricultural mortgage banks or 


1 Discussion with Foreign Ezperte—Indian Central Banking Enquiry Committee, 

Vol. IV, p- 247. ae 

ee Report of the Indian Central Banking Enquiry Committee, Vol. I, Pare I, 
p- 802, 
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guaranteed their bonds. Even in England the Agricultural 
Mortgage Corporation received a Government subsidy and its 
debentures were guaranteed by the British Government. It is 
the same story with the Industrial Mortgage Banks started in 
Europe in the post-war period. The entire capital of the 
Saxon and 80% of the capital of the Hungarian Institution were 
contributed by the respective Governments, while the bonds of 
the Finnish and the Saxon Banks and the ‘‘ bank debentures ° of 
the Polish National Economic Bank placed on foreign markets 
enjoyed a Government guarantee.‘ The debentures of the 
Japanese Industrial Bank issued abroad were also guaranteed by 
the Government in several instances. In the case of the 
Industrial Credit Company of Ireland established under the 
provisions of the Industrial Credit Act of 1933, the Irish 
Government took up all shares left unsubscribed by the public 
as contemplated by the Act. Of the first issue of £500,000 
offered for publie subscription in November, 1933, £492,064 
had to be taken up by the Minister of Finance, the public having 
subscribed only £7,936. Of the second issue of £500,000 
in July, 1936, the public took up only £175, the balance of 
£499,825 being subscribed by the Government.’ 

It may be mentioned, in this connection, that State-aid was 
furnished to the recently started ‘‘ Industrial Credit Syndicate dy 
of Bengal in the form of a contribution to its administrative 
expenses and of a partial guarantee of losses of capital that 
might be incurred by it. Under the terms of an agreement with 
the Provincial Government, the latter undertook to pay to the 
Company (a) one-half of any losses of capital attributable to the 
first ten lakhs of rupees lent by it, (b) one-half of any losses of 
capital attributable to any amount lent by it after and in addition 
to its first loans and (c) in respect of each of the first five 
financial years the amount properly expended by it in adminis-~ 
trative expenses in each of the said years or Rs. 20,000 whichever 
be the less.’ The extension of State-aid in these forms is not 
calculate to ensure a sound and satisfactory working of the 
company ; for all incentive to good management will disappear 
under such conditions, 


1 See Ch. X, supra. 

2 Report of the Commission of Enquiry into Currency, Banking and Credit, 
Ireland, 1088, p. 269. 

s Prospectus of The Industrial Credit Syndicate, Ltd., March, 1997. 
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Business of the Industrial Mortgage Bank of India: 


As we have already suggested, the All-India Institute will 
confine itself to the issuance of mortgage bonds and will not 
furnish loans direct to the industrial concerns. The main 
business of the provincial institutes will be the provision of long- 
term am~rtication loans to industries, joint-stock, co-operative 
and in some instances even private. The loans, as was usual with 
the post-war industrial mortgage banks in Europe, are to be 
furnished on first mortgages of industrial real estate, land, 
factory buildings, hydroelectric installations, machinery, plant, 
etc. Ceriain tvpes of property have been regarded as undesir- 
able security for mortgage loans, and mortgage banks, in many 
cases, have been specifically prohibited from lending against such 
security. Theatres, mines and quarries belong to this category 
and have been excluded from the business of several mortgage 
banks, such as the French Credit Foncier, the Polish National 
Economic Bank and the National Mortgage Bank of the 
Argentine. Such properties are incapable of returning money 
in a regular manner and do not constitute proper bases for the 
issue of bonds. It will be unsound for an institution of the 
type we are contemplating to grant loans against such security. 
Mortgages of ships as basis for the issue of bonds will also be 
extremely imsecure owing to changes and rapid decrease in 
value and the material difficulty in enforcing claims." Although 
ship mortgage business was a favourite line with the Industrial 
Bank of Japan and although ship mortgage banks have recently 
been established in several European countries, we would like 
to debar our Indian Mortgage Bank from engaging in such 
business. 

The proportion which the amount of the loan will bear to 

“ihe approved value of the industrial property offered for 
mortgage will have to be carefully determined. The law relating 
to mortgage banks in every country has, generally speaking, laid 
down that the amount of the loan to be granted should never 
exceed a certain fixed percentage of the estimated value of 
mortgaged properties. In the case of agricultural mortgage 
banks the percentage is very liberal and has varied from 40 to 


+ J. L. Cohen, The Mortgage Bank, p. 198. 
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even 75%.' In the case of the European industrial mortgage 
banks, the percentage was distinctly lower and more conservative, 
and did not exceed 50% and in some cases was even 30%. In 
fixing the percentage in the case of the Indian Bank, the practice 
prevalent in other countries should serve as the guiding star. 
It should be stressed that the agricultural mortgage banks make 
their loans entirely on real estate, while industrial mortgage 
banks partly on mobile assets, at least on assets not so immobile 
as in the other case. The question of the relative security or 
insecurity of industrial mortgage banks will engage our 
attention later on. But at the present moment it should be 
stressed that their assets, being more mobile, may be considered 
to be subject to relatively more rapid depreciation, and hence there 
should be a higher margin of safety here than in the case of 
agricultural mortgage institutes. The latter may with compara- 
tive safety lend up to 60% or even 75% of the estimated value 
of the mortgaged land, but such a policy will not probably be 
wise for the industrial mortgage banks. 

The amount of the loan should be restricted to a more 
conservative proportion of the appraised value of the industrial 
property offered as security. But at the same time it must be 
considered that if the percentage fixed is too low, it will spell 
sreat inconvenience to the borrower who will find it difficult to 
satisfy his requirements, and it will thus defeat the very purpose 
for which the Bank has been started. We are inclined to 
believe that consistent with safety to itself and convenience to 
the borrower, the amount of the loan made by the Indian 
Institute should not exceed 50% of the value of the land, 40% 
of the value of the buildings, and 30% of the value of the plant 
and machinery. If water power forms a portion of industrial 
property. loans may be made up to 30% of its estimated value 
as in the case of the National Economic Bank of Poland. To 
increase the security, the mortgage of additional properties may 
be demanded in any case. Such practice was not unknown with 
the industrial mortgage banks of Europe. 


1 The National Mortgage Bank of Greece, the Royal Swedish Mortgage Bank, 
the Land Mortgage Bank of Warsaw, the Hungarian Land Mortgage Bank and the 
Agricultural Mortgage Bank of Columbia have the limit fixed at 50%. In Italy 
and Belgium the limit is 664% and in the Netherland Tnstitutions it ie 75%. 
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Purpose of the Mortgage Loans : 


The loans granted by the Provincial Mortgage Institutes 
should be tor extension, modernisation and replacements of plant 
and machinery. They should play an important part in the 
rationalisation of industry. Re-organisation is urgently called 
for in a large number of Indian industries and our Bank should 
earnestly devote itself to the financing of the re-organisation 
echemes. The Japanese Industrial Bank has filled an important 
role in the rationalisation of Japanese industries in recent years. 
Although the Indian Central Institute will not lend direct to the 
industrial concerns, it will exercise a general supervision over 
the loan operations of the provincial institutes and whenever 
rationalisation is called for, it would see that primary attention 
is given to the financing of schemes of rationalisation. 

As regards the provision of initial finance to industry, in 
all discussions relating to the establishment of a specialist 
institution for financing industries in India, it has been urged 
that the institution should have statutory power not only to 
furnish long-term loans but also to take up and underwrite 
industrial shares and debentures. The majority of the witnesses 
who appeared before the Central Banking Enquiry Committee 
suggested that the future Industrial Bank of India should provide 
a part at least of the initial block capital of industries. The 
Majority Report preferred not to discuss in detail the specific 
business to be undertaken by the Industrial Corporations 
recommended therein. Mr. Manu Subedar in his Minority 
Report advocated that the All-India Bank should take up 
preferential capital of new concerns up to one-third of the 
amount subscribed by the public as well as debentures.’ 
Mr. N. E. Sarkar in his minute of dissent also laid down that 
one of the most important functions of the Indian Institute 
should consist in underwriting and subscribing shares of industrial 
companies.” 

In ali these schemes the issue and underwriting business 
has been combined with that of making long-term loans. The 
example uf the Japanese Industrial Bank and its forerunner the 
French Credit Mobilier must have exercised a great deal of 


i Indian Central Banking Enquiry Committee, Vol. I, Part IT (Minority Report), 


347. 
i 5 Ibid. Vol. I, Part I, P- 44. 
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influence. But a pure industrial mortgage bank of the type 
of the post-war Industrial Mortgage Banks of Europe does not 
consider it to be a part of its business to provide initial capital to 
industrial concerns by subscribing to their shares. The National 
Economic Bank of Poland, which was, however, an omnibus 
institution dealing in all kinds of mortgage and other credits, 
used to provide initial block capital to joint-stock companies in 
this manner ; but by an order of the President of the Republic, 
dated the 3rd December, 1930, Art. 11 of its Charter, which gave 
it the right of industrial participation, was cancelled." The 
Industrial Bank of Japan, however, combined investment trust 
business with that of industrial mortgage. 

But it may be argued that if the proposed Indian organisation 
does not furnish initial block capital, it will but touch only a 
fringe of the problem. If the business of subscription to, or 
underwriting of industrial shares has to be excluded from it on 
the ground that it is a pure industrial mortgage bank, it will be 
desirable to explore the feasibility of starting another specialist 
corporation which will provide equity capital to Indian industries 
and function in close co-operation with the former. 


Duration of Industrial Mortgage Loans : 


The loans granted by the Provincial Institutes should be 
long- and medium-term. In the case of agricultural mortgage 
banks, a real estate loan runs from 10 to even 75 years. 
Evidently industrial mortgage loans cannot run for 50 or 60 years. 
Industrial property, as already pointed out, is subject to more 
rapid changes in value, and plant and machinery depreciate 
quickly. In the circumstances, the industrial mortgage banks 
have nowhere adopted the practice of their confréres, the 
agricultural institutes. The Banco Credito Industrial of Spain 
appears to be the only institution dealing in long-term loans to 
industry which was authorised to advance for 50 years.* But 
this is not at all a sound practice for an institution of such a 
type. While, on the one hand, the period for which the loans 
will be granted should not be fixed so long, on the other hand, it 
should not also be too short to be termed reasonably long-term. 


i Repo:t of the Board of Directors, National Economic Bank for the year 1930 


(Warsaw), p- 46. 
2 The anker, June, 1033, p. 169. 
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The mortgage loans of the Japanese Industrial Bank to industry 
in general do not run for periods of more than five years. 
Dr. J. C. Sinha, following the Japanese Bank, suggested in an 
article in the Modern Review that the long-term loans of the 
future Indian Institution should not be for a longer period than 
five years.’ But five-year loans can never be considered to be 
reasonably long-term and if the proposed Indian Institution were 
confined to the granting of such loans, the problem of long-term 
industrial finance will never be solved in India and the whole 
set-up wili be of little practical value. Mr. Manu Subedar 
suggested a period of 10 years but even this is not long enough. 
The practice with all specialist institutions, designed in recent 
years for long-term financing of industry, has invariably been to 
grant loans for periods much longer than five or even ten years. 
Twenty or twenty-five years have been the usual period for 
long-term mortgage loans to industry, as may be observed from 
the instances of the Finnish and the Hungarian Industrial 
Mortgage Institutes. In the case of the National Economic Bank 
of Poland, the maximum period of redemption of industrial 
loans was originally fixed at 184 years but it was extended to 
20 years by a law of 20th December, 1932.7 The ** Credit for 
Industry. Ltd.,’’ which has recently been established in England 
for financing small and medium-sized industries, is granting loans 
for periods ranging from two to twenty years.” The recent 
Report of the Irish Commission of Enquiry into Banking, 
Currency and Credit recommends twenty years as the maximum 
period for which loans may be sanctioned by the Industrial 
Credit Company.‘ Our Provincial Institutions, under the 
circumstances, may very well advance for periods of at least 
15 years and even 20 years. The 20-year period should not be 
exceeded. Industrial property, plant and machinery depreciate 
pretty rapidly and a longer period may wipe away a considerable 
portion of the value of the security offered. The middle-term 
credit may run from two to ten years. 

The long-term advances of the Institute should have 
provision for amortisation. Of the schemes that have hitherto 


i The Modern Review, January, 1992, p. 66, 
a See Chapter X, supra. 
3 The ‘Times, Trade and Engineering Supplement, Banking Section, June 30, 
1934, p- 8 
& Report of the Commission of Enquiry into Banking, Currency and Credit, 
Ireland, 1938, p- 276. 
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been formulated for an Indian Industrial Bank, there does not 
appear to be any which provides for amortisation. The system 
of amortisation is extremely needful and beneficial to all borrowers 
of long periods. It eases their burden and enables them to pay 
off the loan gradually by the slow returns of business. It has 
been aptly observed, ‘‘ Without it every real estate credit system 
is an incomplete and fragile scaffold, deceiving the public and 
endangering the welfare of any nation.’"* There are two 
principal methods by which an amortisation loan may be 
extinguished, those of the German Landschafts and the French 
Credit Foncier. Under the latter system, the annuity, determined 
by the length of credit and the agreed rate of interest, remains 
the same during the entire period of the loan and is usually paid 
in semi-annual instalments. This is the system that has 
generally been adopted by the industrial mortgage banks and in 
the case of India, the loans granted by the Provincial Institutes 
may also be made repayable in annuities in semi-annual 
instalments. These annuities will be made up of interest, 
amortisation and cost of administration. An additional payment 
may also be demanded in the form of risk amounting to, say 4%, 
as in the case of the Provincial Mortgage Bank of Saxony. 


Deposits and Short-Term Loans : 


Mortgage banks, as a rule, are prohibited from encroaching 
on the territory of commercial banks. On the one hand, they 
cannot receive deposits and on the other, they must not grant 
credits except on mortgage. The question of receiving deposits 
and of the provision of short-term funds for industry has been 
frequently raised in connection with the function of the proposed 
Indian Insiitute and it also came up before the Central Banking 
Enquiry Committee. A prominent Indian banker told the 
Central Banking Enquiry Committee that the Industrial Corpora- 
tion might receive deposits for periods of not less than three 
years.” [he Committee itself also favoured the idea of taking 
long-term deposits by the Provincial Industrial Corporations 
proposed by them." But we are inclined to believe that it will 
not be a legitimate function of industrial mortgage banks to 


i Royer, quoted by Herrick, Rural Credits, p. 22. 
2 Indian Central Banking Enquiry Committee, Vol. IT, p. 42. 
s I[bid., Vol. I, Part I (Majority Report), p- 302. 
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- invite and accept deposits whether long- or short-term. It 
= would not only be a competition with existing joint-stock banks 
but it would also be outside its proper sphere. The cases where 
mortgage institutes have been permitted to receive deposits are 
very few and even there the amount has been limited. The 
Industria! Mortgage Bank of Finland, so we have been informed 
by its authorities, did not receive any deposits at all.’ 

As regards the question of granting short-term loans, there 
are two aspects from which it may be viewed. First, mortgage 
institutes nave frequently funds not required for immediate 
investment. These funds, it is suggested, may be permitted 
to be utilized for short-term loans. And secondly, industrial 
enterprises which have mortgaged their real estate to them -are 
likely to find it difficult to raise their working capital from the 
ordinary channels. In the circumstances, it may, perhaps, be 
necessary for the Industrial Mortgage Bank to furnish working 
capital to industry. 

It is undoubtedly desirable that the two functions of making 
long- and short-term loans should be segregated and vested 
in entirely different institutions. In a few cases mortgage banks 
have, no doubt, been known to cultivate the business of short- 
term loans with some restrictions. The two striking examples 
in this respect are the Municipal Mortgage Bank of Finland and 
the Credit Foncier of France. But generally speaking, neither 
ihe agricultural mortgage institutes nor the recently established 
industrial wnortgage banks in Europe made it their business to 
advance short-term funds or working capital. The Managing 
Director of the Industrial Mortgage Bank of Finland informed 
us that the Institute did not engage in ordinary banking business 
nor did it furnish working capital to industry. 

The free funds of the mortgage institute are sometimes 
permitted to be invested temporarily in certain listed bills and 
securities or utilized in purchasing their own bonds and even 
making loans on certain specified securities. The Industrial 
Mortgage Institute of Hungary is a case in point.* While we 
cannot advocate with Mr. Manu Subedar that the Industrial Mort- 
gage Bank of India will advance short-term loans to industry, we 
would suggest that the free funds of the Institute may be invested 


i Letter to the writer from the Managing Director, The Industrial Mortgage 
Bank of Finland, dated the 6th November, 1934. 

2 Articles of Association, para, 51- The National Hungarian Industrial Mortgage 
Institute, Ltà., 1929. 
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temporarily in the same way as those of the Hungarian Bank. 
The working capital of industry should be obtained partly from 
paid-up sbare capital and partly from the commercial banks. As 
regards the question that industrial concerns which have 
mortgaged their real assets to the mortgage institute may find it 
difficult to raise their working capital from the ordinary banks, it 
may be interesting to point out that mo such difficulty was 
experienced by the Finnish industries which offered their fixed 
assets as security to the Finnish Mortgage Bank.’ 


Restrictions on the business of the Mortgage Institute : 


What would be the field of operation of the proposed Indian 
Institute? Will its sphere be limited to non-competitive lines 
of industry? Will it avoid small industries? These are 
questions which should now engage our attention. 

Dr. Jeidels and the other ‘‘ Foreign Experts ** following him 
were definitely of the opinion that the business of the Indian 
Industrial Corporation should be restricted to non-competitive 
lines of industry. An Industrial Corporation, financially assisted 
by Government, writes Dr. Jeidels in his memorandum, must 
not enter competitive fields of industry but should be restricted 
to ‘‘ the field of pioneer enterprise of non-competitive character, 
the opening up of mineral resources and large public utilities 
principally electrical power schemes.’’ ° It would be restricted 
to such fields not only because they are non-competitive or almost 
so but also because ‘‘ in order to establish the reputation of such 
Industria! Corporation, one ought to start with something 
assured of success, avoiding the risk which naturally lies in such 
ventures as glass, pottery, electric goods and chemicals, ete: ~ 
In discussing Mr. N. R. Sarker’s note, Dr. Jeidels and the other 
experts made it quite plain that they viewed with alarm any 
suggestion that the industrial bank should extend its operations 
to a large variety of industries." 

The position taken by the foreign experts is quite untenable. 
It was also rejected by the Central Banking Enquiry Committee. 
The Industrial Mortgage Banks after the pattern of which we 


1 Letter to the writer from the Managing Director, op- cit. 

a Report of the Indian Central Banking Enquiry Committee, Vol. I, Part I, p. 639. 

s Discussions with Foreign Enperta, Indian Central Banking Enquiry Committee, 
Vol. IV, p- 231 and p: 257. 

a Ibid., Vol. IV, pp. 541-42. 
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lave suggested the formation of the Indian Bank were in every 
case endowed with some form of State-aid, including State 
participation of share capital. But nowhere was any attempt 
made to restrict by Statute the operation of such banks to the 
class of business recommended by the ‘‘ Experts.” A perusal of 
their annual reports makes it abundantly clear that they financed 
every kind and every branch of industry. Iron and metal, 
chemical, woollen, cotton, silk, printing and publishing, paper, 
food-stuff, china toy and brick industries were some of the most 
important assisted by the Hungarian Institute." The Saxon, the 
¥innish and even the Polish institutions similarly financed a 
wide variety of industries.” No limit has also been imposed on 
the character of the business to be engaged in by the specialist 
institutions more recently established under the auspices of 
the State. 

Any attempt to restrict the programme of the future Indus- 
trial Mortgage Bank of India to public utility companies and 
non-competitive lines of industry will not only defeat the very 
purpose for which it has been created but will also be fraught 
with disastrous consequences in that proper diversification of 
risks wili not be achieved. 

As regards the question of assistance to small industries the 
opinion of the ‘* Foreign Experts '’ was definitely against it. But 
we are inclined to think that our mortgage institute should cater 
for the long-term needs of all kinds of organised industries, large, 
medium and small. Such a policy will undoubtedly secure 
diversification not only according to nature of industry but also 
according to size. The practice of the Saxon and Hungarian 
Institutes tends to support our views in this respect. The 
Industrial Bank of Japan has not also confined its assistance to 
large industries, as the ‘* Foreign Experts "’ believed, but has 
liberally assisted small- and medium-sized industries as well in 
post-war years. There will be many practical difficulties in 
working a separate institution in India for financing small 
enterprises in addition to the set-up contemplated by us. The 
contention that the interests of the smaller enterprises will be 
neglected by an Institution of the type recommended may be 
disposed of by suggesting that the directors of the Provincial 
Institutes should include representatives of smaller industries 


1 Report of the Nation Hungarian Industrial Mortgage Institute, Ltd., 1991. 
s Bee Chapter X, upra. 
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who will look to their particular interests. The directors might 
be of two types, Class A and Class B, the latter to include the 
representatives of the smaller industries. 


Appraisal : 


Accurate appraisal is a very important problem with mort- 
gage banks. Everything depends on the proper valuation of the 
property offered for mortgage and the margin of safety allowed ; 
since this constitutes the security not only of the bondholder but 
also of the Bank itself. The Bank must be very strict in the 
examination of the industrial property to be mortgaged. Differ- 
ent kinds of industrial property have to be valued in different 
ways; and separate appraisers may have to be employed for that 
purpose. Thus the Finnish Institution employed different 
“ assessors '" for valuing buildings and machinery, for landed 
and forest property and for water-power. The appraisers should 
not only concentrate their attention on present market values 
but should also take a broad view of the general prospects of the 
industry in future. 

The All-India Bank would require some machinery for exa- 
mining the mortgages offered but this need not be elaborate. It 
will rely to a great extent upon the judgment of the borrowing 
banks which give their additional pledge. It is the Provincial 
Tnstitutes which have to employ a well-equipped staff of experts, 
statisticians, businessmen, lawyers, engineers, accountants and 
economists. The Directorate may be so selected as to include 
come experts. The staff of experts will sift out the desirable 
proposals from among the many applications for loans, will assess 
properly the various forms of industrial property offered as 
mortgage and will also make full enquiries concerning “‘ finance, 
production, sales and market capacity and personnel °” of the 
business applying for loans. Industrial concerns having a 
tairly satisfactory trading record over a period of years, In a 
sound financial position and well-managed at the time of appli- 
cation, should be primarily assisted. Every facility should be 
given to those who have already succeeded in building up 
business to a certain point so that further progress may be made 
possible. The financing of newly established concerns should 
not be too strictly prohibited. , A new industry should not be 
viewed with instinctive suspicion and turned down at once. 
Every propesition should be judged on its own merits. 
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Special Privileges and Safeguards : 


The Bank is to be surrounded with special privileges and 
safeguards as is usual with mortgage institutes, whether agricul- 
tural or industrial. The rights of such institutes have to be very 
carefully protected in the interests of the bondholders. The 
bonds which are the main source out of which they derive their 
necessary funds have to be popularised among the investing 
public and extraordinary facilities have therefore to be accorded 
to the banks to collect their dues. The process allowed for 
realising arrears of interest and annuity has to be particularly 
quick and effective. In all cases they have been endowed with 
the right to take drastic proceedings against a delinquent 
borrower. On appeal the Courts must also give their decision 
ewiftly and summarily, the records of the mortgage bank consti- 
tuting indisputable evidence. The bank has frequently the right 
to be appointed ‘‘sequestri curator’’ of the mortgaged properties. 
The claims of the bank take precedence over all other claims. 
No third party can acquire any claim over the properties and 
assets mortgaged by the borrowing concern. The Indian 
Institute must have to be endowed with similar rights and 
safeguards so that it may function well. In every case the 
buildings, machines, tools, implements, ete., which have been 
offered for mortgage must be insured against damage by fire, 
earthquake or any other casualty with an insurance company 
approved of by the lending provincial bank. Audit and revalu- 
ation of assets must be permitted at any time. As regards the 
right of the borrower to repay his loan before the appointed 
time, he may be permitted to do it but a stipulation should be 
made that a notice of repayment should be given and a redemp- 
tion fee should be paid as is demanded by the English Agricul- 
tural Mortgage Corporation. Tt must be remembered that the 
Bank will bave its own liability for its bond issues and haying 
regard to that it should not allow non-contractual payments to be 
readily made but it should fix a redemption fee sufficient to be 
commensurate with the cost of the funds it employs. 


Central Register of Industrial Mortgages : 


The framing of a Central Register of Industrial Mortgages 
as is to be found in Hungary is a condition precedent to the 
stablishment of an Industrial Mortgage Bank for India. With- 
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out such a register, it will not be possible for the Bank to know 
immediately whether it is advancing actually against a first 
mortgage. The existence of prior mortgages, if not known, 
will detract from the value of the property and thus injure the 
interests of the Bank. It is essential for the development of a 
proper system of mortgage credit that safeguards should be intro- 
duced against the mortgaging of the same piece of property 
several times without disclosing the fact of prior mortgage to the 
later lenders. A great check to such abuses in the sphere of 
agricultural mortgage credit is furnished by the ** grundbuch "’ 
of Germany. It is a real estate register, registering the pro- 
perty, relationship and the debt burden of every piece of land. 
It is open for inspection to all interested parties and embodies 
the principle of priority over all other rights entered subsequently. 
Following Germany, most Central European countries have 
developed a complete machinery for registering mortgages in a 
‘‘ grundbuch.™ A Central Register of Industrial Mortgages, 
embodying all the details of ownership, rights of third parties, 
etc., is likely to be much more advantageous than the ‘* purge `’ 
method of the ‘‘ Credit Foncier ’’ of France. According to this 
method, advertisements are made in papers inviting objections 
from possible creditors to a proposed loan on the mortgage of real 
estate. It is no doubt speedy and safe and at the same time 
dispenses with the necessity of fresh legislation. But it exposes 
intending borrowers to a blaze of unwelcome publicity and is not 
therefore likely to be relished by them. The experience in India 
under the State-aid to Industries Acts when objections to appli- 
cations of loans have similarly been invited by advertisement in 
newspapers and Government Gazettes has not at all been happy 
and does not warrant a repetition of the same system in the 
Mortgage Bank. All these considerations have impressed us in 
favour of instituting a Central Register in every province. 


Relative Insecurity of Industrial Mortgage Banks : 


The extension of the principles of mortgage banking to the 
field of industrial credit has not been favourably received in 
some quariers; and the establishment of industrial mortgage 
banks which will grant long-term loans on mortgage of industrial 
real property, machinery, plant, factory buildings, etc., has 
been viewed with considerable misgivings. Agricultural land 
is as good as permanent and seldom undergoes depreciation so 
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quickly and so considerably as to wipe out the security. 
Industrial property, however, is subject to more rapid deprecia- 
tion than agricultural real estate. Owing to changes in value 
and rapid depreciation, industrial plant and machinery which 
are used as bases for the issue of industrial mortgage banks have 
been considered to be very insecure. But it must be pointed 
out that agricultural property is subject to fluctuations and 
trade-cycles and depressions even much more than industrial 
property. In recent years the magnitude of fluctuations in 
agricultural rent and prices has been indeed enormous. The 
phenomenal rise during the First Great War was quickly followed 
after 1920 by a catastrophic fall in the whole world of agriculture. 
An interesting feature of the last world-wide economic crisis was 
that the fall of agricultural prices was relatively greater than 
that of manufactured goods. Agricultural property in the 
depression underwent a depreciation of value much more serious 
than industrial. The collapse of agricultural prices was so 
severe that there was a striking tendency among several banks 
primarily designed for furnishing agricultural mortgage credit 
to invest increasingly in urban real estate. An outstanding 
example is that of the French ‘‘ Credit Foncier.’’ 


An industrial mortgage bank has one single advantage of 
considerable importance over agricultural and other mortgage 
banks in that it can distribute its risks of Investment much better 
smongst widely different types of undertakings. Every kind 
and every size of industrial enterprise may be represented in its 
investments. Again in the case of the industrial mortgage 
institutes the duration of the loan and the period of amortisation 
are sufficiently shorter than the same with agricultural banks. 
The percentage of the estimated value of the property up to 
which a loan can be advanced is also fixed on a more conservative 
basis. Taking all these into consideration we are inclined to 
think that an Industrial Mortgage Bank is not much less secure 
than an agricultural mortgage institution. The post-war 
experiment with industrial mortgage banking that was made in 
Saxony, Finland and Hungary was attended with considerable 
success and clearly demonstrated that such a type of institution 
was not only safe but was also a financial mechanism of consi- 
derable utility. Losses on mortgage loans made by the banks 
in every case were either nil or insignificant; while the borrow- 
ing industrial enterprises were highly benefited. 
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There is a permanent need of this type of loan: Even im 
Europe where the capital market is highly organized and capital 
is neither shy sor unavailable, industries of a certain size or of à 
certain type, though perfectly sound, have met with great 
difficulties in obtaining their necessary long-term finances. In 
much poorer countries as in India, where capital is proverbially 
shy and the market for it unorganized or non-existent, industrial 
undertakings have to face yet greater difficulties in securing their 
capital and in a great many cases have to be kept back for want 
of it. Industrial mortgage banks are designed to satisfy this 
need which is always present in our economic society. 


- From the point of view of the investor, the mortgage bond, 
it should be observed, is under normal conditions, one of the 
safest classes of securities. The legal supervision, the dual 
security, general and specific, and the fact that the investor 
has the first lien on assets and earnings have made it more 
secure than the industrial debenture and often more safe. than 
the bonds of the average central or local Government. The prior 
rights of debenture-holders are not always easily realizable. 
There are many recent instances where industrial companies 
falling on evil days have compelled them to give up their prior 
rights. As regards Government bonds, Government cannot be 
sued in law courts and- in extreme cases may even repudiate. 
There is in India a large body of investors who consider safety 
first and will be content with a moderate return from an 
absolutely safe investment. To them the bonds of the proposed 
industrial mortgage bank should prove to be particularly 
attractive. In our scheme the security of the bonds is 
unquestioned and unchallangeable. There are no doubt some 
investors who would like some capital appreciation. Such 
investors generally believe that investment in bonds does not 
offer any opportunity for capital appreciation as that in shares. 
But this is really not the case. Owing to a multitude of factors, 
political and economic, the credit position of a bond may improve 
end its price may rise. To such investors, therefore, who 
desire some capital appreciation, the mortgage bonds should not 
also fail to appeal. We are firmly convinced that if the 
investing public could once be shown the advantages of investing 
in mortgage bonds, there would be no lack of investors in India. 
Bonds could be issued in different denominations and having 
different dates of maturity to suit different classes of investors. 

46—1982 B. 
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To invest in the bonds of a well-known mortgage bank, the 
investor would not require any high standard of knowledge ; he 
could do so himself with confidence. 

The establishment of a Specialist Institution for financing 
industries ın India has been resisted by non-Indian opinion on 
the alleged ground that attempts at specialised industrial banking 
were made in the past and the experiment had definitely failed.’ 
A large number of institutions sprang up, no doubt, during the 
post-war years in every part of India, styling themselves as 
" Industrial Banks.’’ But as already pointed out, they could 
have no claim to that title. None of them were well-equipped, 
well-managed or conceived on truly scientific lines. The basic 
principles of industrial financing were neither known nor 
understood. Even the Tata Industrial Bank which attracted 
considerable attention and was taken as a model by the Industrial 
Commission was not an exception.” The organisation that we 
have suggested here has no resemblance to these so-called 
‘* industrial banks * of the past; and it is not only theoretically 
sound but is also of considerable practical utility. 


1 Letter from the Chairman, Exchange Banks Association, Indian Centra! 
Banking Enquiry Committee, Vol. IT, p. 625. 
2 See Chapter V, supra. 
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CHAPTER I 
INDUSTRIAL FINANCE IN WarR-TimeE: Post-War PROBLEMS 


A study of industrial finance to-day will not be complete 
without a reference to the intricate problems of financing 
industries in war-time that recently faced the belligerent 
countries of the world. An examination of the technique 
employed by the more important of these countries in financing 
their war industries would be of absorbing interest. During 
the six years of the war this technique came to be carefully 
developed and continuously perfected. It was essential that a 
country engaged in a total war like the last one should see that 
finance did not prove a critical bottleneck in its industrial 
war-effort. 

The war-time problems of industrial finance related 
chiefly to the financing of the transition of industry from a 
peace-time to the war-time basis. This transition involved in 
most cases complex and far-reaching extensions and adjust- 
ments. A suitable and effective technique for financing this 
war-time plant extension and conversion had to be developed. 
Any defect ın the financial methods employed would have 
impeded the war effort and increased the war bill. 

But the problem was not simply a current war-time one ; 
it was also an important post-war problem. The reconversion 
of industry from a war-time to a peace-time footing is as 
complex an operation as its original conversion. The question 
of financing this conversion should be considered as one of the 
major issues of post-war industrial reconstruction. The 
technique of financing this industrial retransfer has to be as 
carefully developed and perfected as that employed in the 
original transfer. 


Problems of Industrial Finance in War-time : 


As a recent writer has pointed out, the problem of war- 
time industrial finance may be split up into two parts: (1) the 
financing of new plant or extensions necessitated by the rapid and 
extensive change-over, in organisation and output, to the 
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requirements of the war; and (2) the furnishing of additional 
working capital needed by firms whose wage bill and work in 
progress have vastly increased with the intensification of the 
country’s war effort.' 

The problem of working capital expenditure in war 
industries grows more and more difficult as the extensions of 
fixed capital, which are invariably financed by the government, 


lead to an increase in industrial turnover and therefore to a 
much greater need of the former. 


Financial Risks of War Industries : 


There are certain peculiar risks inherent in the financing 
of war industries, risks which discourage the investment of 
capital by private investors in them. It must be recognised that 
war orders are not necessarily advantageous to firms. As Mr. 
Hicks has observed, ‘‘ they entail new and difficult processes 
end overworking established staff and existing equipment. 
They lead to no new contacts and they offer no long-period 
reward for the greatly increased effort.” * The sudden transition 
from a peace-time to a war-time footing is not at all an easy 
task. It involves far reaching extensions and adjustments of 
plant and machinery whose value in the post-war period would 
be dubious. In such circumstances private capitalists hesitate 
to undertake the responsibilities of financing typical war 
industries. Even if they were not hesitant, the ever-increasing 
demand of war industries expanding on an enormous scale would 
have outstrinped the resources in their hands. The strain of 
this heavy demand inevitably leads to the breakdown of the 
normal machinery of the capital market. As a matter of fact, 
war-time controls of new capital issues frequently put out of 
commission the normal machinery through which the capital 
market functions in ordinary peace times.” Even if the access 
to the new issue market were not barred through the imposition 
of financial controls, the problem would have been hardly less 
acute. For, the small firms come in the picture in a manner they 


1 Roy A. Foulke, Credit Problems in War Economy. Don and Brad Street, 
> > 1942. te 
—* s J. R. Hicks, etc., The Taxation of War Wealth (2nd. Ed), p. 108, 
a The Economist, Banking Supplement, September 19, 1942. 
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had never Jone before and play quite a useful part in the sphere 
of the countries’ war production. Their size, record and slender- 
ness of resources would have in any case stood in their way of 
obtaining facilities of the ordinary capital market. Besides all 
these problems, there are others which arise in the case of many 
enterprises from the scarcity of critical raw materials, introduc- 
tion of rationing and even dispersal, if necessary, from a danger 
zone to one of comparative safety. 


Banking Policy in Relation to War Industries : 


The peculiar difficulties inherent in the financing of war 
industries which have been analysed above clearly indicate that 
private resources and facilities extended by the banking system 
cannot gc a long way towards satisfying their needs of short- and 
long-term capital. The war indeed poses a set of formidable 
problems for the banking system and its policy in relation to the 
war industsies has to be very carefully formulated. On the one 
hand, most of the financial requirements involve long-term 
investment and are clearly outside the scope of normal commercial 
banking. Some of the demands for working capital too would 
be in normal times ineligible for banking accommodation. But 
on the other hand, the banking system is expected to play its 
due part in the national emergency and to tune its policy so as 
to expedite and maximise the industrial war effort. The 
banking system can fulfil its rôle in the industrial war economy 
of the country, only if the banks are inclined to follow certain 
general precepts in framing their credit policies. They may, 
for instance. give special consideration to requests for financial 
assistance from enterprises engaged on government work or in 
essential activities. They may refuse demands for advances from 
trades producing luxury or other non-essential goods. They may 
even recall, if necessary and whenever possible, their loans and 
advances u-ed for such purposes. They may also relax their 
ordinary stundards of credit worthiness in respect of their clients 
engaged in essential war work. But the demand for credit on 
the part of this specialised sector of the banks’ clientele is likely 
to be so enormous that it will be well-nigh impossible for the 
banking system to cope with it. In the earlier stages of the 
defence programme, when the banks are underinvested and a 
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considerable slack has to be taken up, there may be no difficulty. 
But a bottieneck is likely to be reached very soon. All these 
factors make the direct intrusion of the government inevitable 
in the sphere of both long- and short-term investment. Thus in 
England and the U.S.A., not to speak of Germany, the State 
became by far the largest source of long-term capital for war 
industries and in the field of short-term credit it was rivalling in 
its activities, as a banker, the whole of the commercial banking 
system. 


Technique of Financing War Industries—Great Britain and 
the U.S.A. 


At this stage a review of the methods employed elsewhere 
‘o finance the war industries may prove to be both interesting 
and instructive. The study will help us not only to appreciate 
what was achieved elsewhere in this direction but also to realise 
the defects and shortcomings, if any, of our own financial 
methods 

In Great Britain, it was recogmised from the outset that 
the government should fill an important rôle in the war-time 
financing oi industries. The machinery for government financing 
of the long-term capital requirements of war industry was 
organised at the very beginning and came to be perfected from 
year to year. In the case of industries called upon to extend or 
otherwise adapt themselves to the war requirements by installa- 
tions of new plant and machinery, the Ministry of Supply, the 
Ministry of Aircraft Production and the Admiralty were always 
prepared either to provide the necessary finances for such exten- 
sions and conversions or to build the factories and supply the 
machineries themselves. The procedure generally was for the 
Department in question to retain the ownership and charge rent to 
the operating firms, calculating it as an element in determining the 
cost of the goods produced for the Department. In many cases, 
the cost of financing such capital extensions was jointly shared 
by the Ministry and the business firm. In others, an option was 
granted to the latter to acquire the new installations after the 
war.’ : 


1 The Economist, Banking Supplement, September 19, 1049. 
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The machinery for financing the short-term needs of industry, 
however, took time to be developed. The banking system was 
functioning unfettered by the Defence Regulations. In the 
circumstances the authorities had felt in the beginning of the war 
that if the banking system were provided with an ample cash 
basis, it would be able to fulfil its functions adequately. The 
credit policies of the government had been framed accordingly in 
the earlier steges. There was, therefore, no direct intrusion of 
the State into this sphere at first. But it was soon realized that 
the private financing of such industries’ needs of working capital 
was beset with the same difficulties as were to be faced in the 
financing of their long-term capital requirements. There were 
also inordinate delays in making payments to the contractors by 
the Government Departments in respect of the goods delivered 
by them. The firms thus deprived of their payments for long 
periods and faced at the same time with the task of expanding 
their production had to turn inevitably to the banking system for 
assistance. But their requests for assistance were either beyond 
the resources of the banks or were not justified by the amount of 
the collateral offered. 

An informal approach was made by the authorities to the 
bankers requesting them to shape their policies in a manner 
particularly beneficial to war production. They were asked to 
give preference in the matter of loans and advances to industries 
engaged in essential war effort, to discourage credit facilities to 
luxury trades and even to recall such facilities, whenever possible, 
in favour of the more urgent war industries." The banks readily 
responded and in many cases began to extend their accommoda- 
tion to war industries against the mere knowledge that the 
borrowing firms were engaged on Government work. In the 
meantime the system of issuing, after physical examination, 
'" progress certificates "' to Government contractors by the 
Inspectorate of the Supply Departments was developed and bank 
finance for war production came to be largely provided against 
these certificates. A co-ordinating machinery was soon set up 
between the banks and the Supply Departments. There was an 
exchange of ‘‘ liaison officers ° which proved a valuable medium 
not only for the passing on of useful information but also of 


1 The Economist, Banking Supplement, Mey 18, 1040. 
47—1962 B. 
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complaints relating to insufficiency of working capital. The 
system provided a check on the efficiency of production as well as 
a security for bank loans.’ But the machinery was not quite 
perfect in that it left out of its scope the whole range of sub- 
contracting work. The main channel through which working 
capital later on came to flow steadily to the war industries was 
the system of ‘* progress payments. Under this system the 
Ministry concerned undertook to pay in monthly instalments 
90 per cent. of the expenses incurred by the war contractor, 
provided he gave a certified assurance that he was duly meeting 
all charges for raw materials as well as sub-contracting work.’ 
Thus finance filtered down from the Government through the 
contractors to the lowest sub-contractors. The Government in 
effect became the banker and the rôle of the ordinary banks in 
financing tbe short-term credit needs of war industry became 
necessarily limited. The task of banks came to be restricted to 
helping the firms to tide over the period intervening between the 
payment ol one instalment and another. The part which the 
government in Great Britain played in financing the vast volume 
of the country’s war production cannot be fully appreciated 
unless a reference is also made to the provision of working capital 
on ‘‘ real terms,’’ apart from that in terms of money. Just as 
the Departments were providing fixed capital in the form of 
factory building, plant and machinery, so they developed the 
practice of making ‘* free "’ issues of material and components to 
the firms working for them. The progressive decline in the 
London clearing bank advances from £1,002 millions in 
December, 1939 to £743 millions in 1943 may be ascribed, to a 
considerable extent, to the direct financing of war production by 
the various Government Departments.” 

State intervention in the long- and short-term financing of 
war industries was witnessed in an even more marked degree in 
the United States. Three well-defined sources of war-time 
industria! finance could be noticed in that country. These were 
(1) private, (2) institutional and (3) goverimental. In the 
earlier staves of the defence programme, privately financed 


1 The banker, March, 1942 (“ The Finance of Supply *’). 

2 The Economist, Banking Supplement, September 19, 1942, 

3 The Statist, August 29, 1942 (* Bank Advances and Industry `). Also 
Fourteenth Heport of the B. I. S., 1043-44, p- 166. 
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capital expenditure in war plant was of quite a sizable amount. 
In 1941 ıt reached a level of 4 million dollars while government 
expenditure in similar facilities amounted to 2.2 billion dollars, 
As private business began to experience increasing difficulties in 
obtaining materials and became less inclined to own specialised 
war plant, there was a remarkable shift in the source of finance 
for the country’s industrial war effort. Such effort involved a 
considerable amount of productive capacity which could not be 
financed in the traditional way by providing credit to private 
enterprises. Huge reserves of essential raw materials had to be 
built up and special plant facilities with limited and doubtful 
peace-time use had to be constructed. These entailed invest- 
ments carrying enormous risks and uncertainties. Accordingly 
the government created special corporations to make such 
investments. The principal channels through which the U.S. 
Government made available its financial aid for war industry 
were the Defence Plant Corporation and the, Emergency Plant 
Facilities Contract. 

The main task of the Defence Plant Corporation, a subsidiary 
of the Reconstruction Finance Corporation, was to construct 
nlants, purchase machinery and equipment and lease their 
facilities to producers holding Defence Contracts. If the 
President thought it necessary, the corporation had the further 
power * to engage in the manufacture of arms, ammunition and 
implements of war.’’ The lessee concerns were given the 
option to acquire the plant after the emergency period on the 
basis of cost-price less depreciation. Under this arrangement a 
large part of the government facilities for producing aircraft, 
steel, machinery, petroleum and synthetic rubber was built up. 
By April, 1944, it provided about 7.5 billion dollars or 45% of all 
government financed industrial and public utility construction." 

The o'her device for facilitating the flow of credit into 
war industry, the Emergency Plant Facilities Contract, provided 
that a private industrialist could erect a plant certified as 
necessarv for national defence and that the Federal government 
would undertake to re-imburse the entire cost incurred in the 
construction. The repayment was to be made in sixty equal 
monthly instalments, following completion of the facilities. This 
undertaking by the government to repay the cost in five years 


i Pedera! Rescree Bulletin, July, Wii, p 635. 
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brought the operations within the purview of normal commercial 
banking, although ordinarily they would have been regarded as 
long-term investments. The manufacturer could approach his 
banker and on the strength of this document could obtain the 
necessary finance. Somewhat similar to the British arrangement 
there was a provision in the contract giving an option to 
the firm to purchase the emergency plant ‘‘ at a fair cost value ”’ 
when the repayment was completed; otherwise the title in 
it would pass to the Federal government. Some of the largest 
emergency plant facilities including Ford's River Rouge Plant 
were financed under these terms.’ The device was eminently 
suited for ihe erection of those highly specialised facilities which 
private manufacturers would have hesitated to erect in the belief 
that they would be worthless when the emergency ended. The 
normal risks of production were left to be borne by the contractor 
while those of obsolescence and surplus plant capacity had to be 
carried hy the government. 

Government participation in the matter of providing short- 
term credit was no less important. The difficulties in this respect 
of small firms engaged in war production were sought to be 
removed by the Assignment of the Claims Act, 1940," and by a 
eystem of advance payments on government contracts resembling 
somewhat the scheme of ‘‘ progress payments °’ instituted by 
the British Ministry of Supply. Advance payments on Army 
and Navy contracts were also made up to 30 per cent. of the 
total expenditure foreseen under these contracts. A system of 
‘ partial ™ or ‘* progress ° payments was also organised. On 
the completion of each stage of construction to the satisfaction of 
government inspectors, some percentages of the total value of 
the work in orogress were often paid out to manufacturers. If 
the needs of working capital of firms working on Defence orders 
could not be met from their own sources or from the sources 
already mentioned, arrangements were made to enable them to 
approach direct the R.F.C. or the Federal Reserve Bank of the 
district.2, All these arrangements were operated to conserve 


1 Ths Act permitted all claims against the Federal government for payments of 
$1,000 or more to be ssuigned to n bank or trust company, 
s The Economist, May 23, 1042 (" Financing War Industry "'), 
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the amount of private funds needed for expanding current 
working capital.’ 

The President's Executive Order No. 9112, of March 26, 
1942, envisaged a far-reaching programme (broadened in 
September, 1943) for war-time financing of industries. The 
Board of Governors of the Federal Reserve System adopted on 
the 10th April, 1942, Regulation V entitled ‘* War Financing *’ 
to carry out the executive order with a view to facilitate and 
expedite the financing of war production. The Regulation 
prescribed arrangements for the financing of contractors, sub- 
contractors and all other businesses, large and small, engaged in 
operations deemed by the armed services and the Maritime 
Commission necessary for the prosecution of the war. The 
utilisation of the facilities not only of the twelve Federal Reserve 
Banks and their twenty-four branches but also those of the entire 
banking system was contemplated under this financing scheme. 
In order that war production might be expanded and expedited, 
the three military procurement agencies (the War Department, 
the Navy Department and the U. S. Maritime Commission) 
were authorised to guarantee Federal Reserve Banks, the R.F.C., 
the commercial banks and other financial institutions against loss 
on loans made to concerns for financing the performance of war 
orders. The Federal Reserve Banks themselves were further autho- 
rised to arrange loans and guarantees thereof whenever they would 
be regarded as contributing towards the expeditious maximisation 
of war production. The War Department, etc., would place a 
liaison officer at each Federal Reserve Bank. It would be his duty 
to certify to the Bank that an applicant for financial aid was 
qualified, from the technical or production point of view, to 
earry out a contract or order for war supplies or equipment. 
The applicant was expected to place his case, first, before his 
bank or other financing institutions. The bank would apply to 
the Reserve Bank for a guarantee of a part or whole of the 
proposed financing, only when the necessary credit could not be 
arranged without the help of the War Department. On the 
certification by the liaison officer, the Reserve Bank would 
analyse the financial aspects of the application, probe the 


1 The amount of direct advances on supply contracts outstanding approached 
1 billion dollare by 1911 and a peak of 2.5 billion dollars in the middle of 1943. 
¿F. R. B., July, 1944) 
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integrity of the management and determine the type of financing 
best suited to meet the situation.’ 

The Federal Reserve Banks participated in the war 
financing programme not only by acting as liaison agencies of 
the War Department, cte., but also through industrial advances. 
By an Act of June 19, 1934, the Federal Reserve Banks had 
already been authorised to furnish loans direct to established 
industrial concerns for working capital purposes under certain 
conditions.” The amount lent had hitherto proved very inade- 
quate. In order that the Reserve Banks might participate more 
fully in the programme of war financing contemplated by the 
President's Executive order, the Board of Governors revised on 
April 30, 1942, its regulation regarding Reserve Bank loans to 
industry ander Section 13 (b) of the Federal Reserve Act. The 
blanket authority given under the original Act to all Reserve 
Banks to grant financial accommodation directly on their own 
responsibility without reference to Washington was continued 
under the revision, while a number of changes of a clarifying 
character were also introduced.”. From the point of view of 
the war programme, all these arrangements providing government 
funds to finance new plant, equipment and working capital were 
of the greatest significance. As the Federal Reserve Bulletin 
pointed out in a recent issue, the procurement agencies were 
enabled to place contracts more widely than would otherwise 
have been possible, not only because producers had been freed 
from anxielies about post-war utilization of the highly specialized 
equipment but also because some of the difficulties which many 
firms would otherwise have had in arranging for finance had been 
removed. The construction and installation of needed 
facilities were further speeded up by assuming the extra expenses 
incurred in rapid planning. Lastly, possible disturbances in the 
new securities markets, which might have arisen if large demands 
from private borrowers had clashed with the programme of 
government war finance, were avoided. 

A reference should be made in this connection to the part 
played by the Reconstruction Finance Corporation in providing 
industrial finance in war time. The powers which it already 
possessed to make loans to business concerns were broadened on 
June 25, 1940. An Act of Congress authorised the R.F.C. to 

a Federal Reserce Bulletin, May, 1942, pp. 424-27. 


2 fee the present writer's “ Recent Banking Developments,” p. 128, 
s Federal Reserce Bulletin, May, 1042, pp. 428-80. 
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make loans to (or purchase with the approval of the President 


the capital stock of) any business corporation for the purpose of 
producing, «cquiring and carrying strategic and critical materials 
or for plant construction, equipment and expansion, and working 
capital to bc used by the corporation in manufacturing equipment 
and supplies necessary to the national defence. The rigid credit 
standards liid down in the 1934 business legislation were con- 
siderably relaxed. The requirements that the borrowers would 
be solvent, that the loans would be of such sound value as to 
assure repayment and that credit was ordinarily unavailable at 
the prevailing rates for the class of loans applied for—were 
waived aside. The existence of a national emergency was 
considered to be a sufficient cause for all this relaxation. | 

Although government arrangements overshadowed in import- 
ance the other sources of finance for war-time industries, yet the 
latter were not entirely barren. Even private sources of finance 
in the shape of retained earnings and sales revenue set aside for 
depreciation and other reserves were in some cases quite signi- 
ficant. In the case of 259 large manufacturing companies in 
selected war or non-war industries, the two items referred to 
above contributed during 1941-43 nearly 50% of the new funds 
absorbed in the period. 

Although government and internal business funds were 
responsible for financing most of the expansion in the manu- 
facturers’ assets since 1941, yet for several companies and at 
several times bank loans were an important source of financing. 
Indeed the commercial banking system in the U.S.A. did not 
play an insignificant part in financing the gigantic war production 
of the country. Although in line with the general war-time 
banking trends elsewhere, the member banks’ loans registered an 
appreciable decline in the first half of 1942, an increasing propor- 
tion of the total loans went to finance war production. It has 
been estimated that in the spring of 1942 for the country as a 
whole 31.9%, nearly one-third, of all loans and renewals were 
directly to finance war activities while in some districts the pro- , 
portion of loans for war purposes had arisen as high as 40% or 
even 509, of the total. In this part of their business the banks 
were requested to consider not so much the financial status of the 
borrowing firms as their total capacity to perform their war 
production contracts." Loans for war purposes by all commercial 


1 World Economic Survey (League of Nations), 1941-42, p. 125. 
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banks began to expand in 1941 when they amounted to 1.25 
billion dollars. They reached $3.5 billion at the end of 1943 
and stood at $3.2 billion at the end of June, 1944, or approximately 
35 per cent. of their aggregate commercial, industrial and agri- 
cultural loans. It is also interesting to note that war loans 
guaranteed by the War Department, Navy Department and 
Maritime Commission through the Federal Reserve Banks 
constituted an increasing proportion of total war loans. The 
percentage of total war loans under Regulation V steadily 
increased from 4 on June 30, 1942, to 44 on June 30, 1943 and 
66 on June 30, 1944. During the period while war loans by the 
commerciai banks were increasing, loans in nearly all other 
principal categories were registering a.decline. During the 
period December, 1941 to June, 1943, the amount of change in the 
case of the former type of loans was + 1,950 million dollars 
while in the case of all ** other `° loans it was — 4,450 million 
dollars.’ ; 


War-time Industrial Finance in Germany and Japan : 


When the Government entered into the field of industrial 
war finance to this extent in Great Britain and the United States, 
it is no wonder that the intrusion of the State in this sphere 
would be hardly less important in a country like Germany. 
Various types of emergency credits were made available for 
industrial enterprises affected by war conditions. A special kind 
of credit instrument in the form of 2/3 months’ promissory notes 
of the Army was provided to firms obliged to finance a rapid and 
extensive conversion for adapting their output and organisation 
to the requirements of the war. The notes, though ineligible 
for rediscount, could be used for bank advances. The war-time 
requirements of long-term capital were met from loans obtainable 
trom the State-controlled Industrial Bank (Deutsche Industrie 
Bank) which guaranteed the bills in question and make them 
rediscountable and hence acceptable to ordinary banks. A 
public company, the Luftahrtkontor, was specially entrusted with 
the task of financing the air-craft industry. Another company, 
the ** Oefa. which was State-owned, was responsible for the 
financing of public works. Like the Industrial Bank it under- 


+ Federal Reserve Bulletin (Art. by G. M. Conkling entitled “ Loans for War 
Purposes ") November, 1044, pp. 1054-1055. 
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took to endorse the bills and guarantee 95 per cent. of their value 
which made them rediscountable.' Indeed German Industry in 
war-time came to depend so much on direct advances from 
Government Departments rather than on banking assistance, 
that the importance of the German commercial banks as a source 
of industrial credit considerably declined.* It has been estimated 
that the total of advance payments to industry on government 
contracts amounted to 6,000 million RM. or more, at the middle 
of June, 1942, which brings into clear relief the restricted field 
of activity of private banking. Owing to the loss of their normal 
profitable tields of activity the banks were compelled not only to 
carry Out extensive programmes of rationalisation but also to 
explore new and more convenient avenues.” 

In the case of Japan the conversion problem was not so acute 
for she had already been at war for more than two years when 
the hostilities began in Europe. By the Capital Control Law of 
1938 the granting of loans by Japanese banks had been closely 
regulated in the interests of the war industries.“ Under an 
Imperial Ordinance promulgated in April, 1939, the Minister of 
Finance was authorised to instruct the Industrial Bank of Japan, 
after consulting with the Capital Accommodation Committee, to 
make capital accommodation or subscribe to and underwrite or 
purchase securities of industrial enterprises, whenever he would 
deem it necessary for the smooth flow of capital needed for 
expanding war production. The State would compensate the 
Bank for any loss it might possibly sustain from these transac- 

BS 

* In 1943, a new institution entitled War-time Financing 
Bank "’ was established with the object among others of accepting 
guarantees for loans by commercial banks to armament enter- 
prises. Its funds came from three sources (1) a paid-up capital 
of 150 million yen, (2) proceeds of debenture issues up to 10 
times the paid-up capital, and (3) short-term borrowing from the 
Bank of Japan, etc.* 


; king (League of Nations), 1939-40, Vol. I, p. 40. 
ai — fake i. 1080 C" War-time Banking in Germany *'), p. — 
The Statist, International Banking Sectton, November 28, 1042, pp. 7-9. 
World Economic Surety. 1990-41 (League of Nations), p. 106. 
Tha Statist, August 24, 1990 (Special Japan Supplement). 
Fourteenth Annual Report of the B. I. &., pe 106. 


.e *® @# wee 








374 INDUSTRIAL FINANCE IN INDIA 
War-Time Financing of Indian Industries : 


While details regarding the methods by which war industry 
was being financed elsewhere are available, they are singularly 
lacking in the case of India. There is hardly any published 
information on the subject and one has to rely entirely on personal 
investigations Materials are scarce and not easily accessible. 
Authorities are reluctant to furnish information and reply to 
queries.’ [n the circumstances it has not been possible to give 
as detailed a picture of war-time industrial finance in India as we 
would otherwise have liked. An outline of the war-time financial 
machinery is presented below, noticing the principal gaps and 
suggesting the possible lines of improvement. The information 
has been gathered from authentic sources as far as possible. 


Banks and Financing of War Industries tn India : 


As regards the banking system and war industries, banking 
policy in relation to such industries appeared to be ill-planned or, 
to be more precise, devoid of any plan at all. There is no 
evidence that the banks in India were giving any special con- 
sideration, as the London Clearing Banks did, to requests for 
credit from firms engaged on Government work or in activities 
of an essential character. We are not aware that the standards 
of credit worthiness insisted upon in ordinary times were relaxed 
in any way in favour of the war industries. Presumably the 
banks were guided by business considerations alone in granting 
financial facilities, and were not prepared like the British banks 
to extend such facilities against the mere knowledge that the 
borrowing firms were working on Government account. There 
is further no evidence that their capacity to perform war contracts 
rather than their financial status constituted the criterion of 
banking assistance here, as it did with the member banks in the 
U.S. A. Phere does not appear to be any definite banking 
policy to discourage applications for advances on the part of 
juxury and non-essential trades, not to speak of recalling credit 
facilities used for such purposes for the benefit of essential war 
work. No formal approach was made by the authorities to the 


1 The writer approached the Supply Department, the Commerce Department 
and finally the new Department of Planning and Reconstruction but was unable to 
secure apy s"ply to his quefies. i 
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banks in this respect; and no advice was also tendered to them 
by the Reserve Bank to this effect. 

In the light of what Central Banks elsewhere, particularly 
in the United States, were doing to assist their war industries 
the steps taken by the Reserve Bank of India in this respect 
appear to be highly inadequate. The Managers of the Reserve 
Bank of India, it is understood, were authorised to extend 
financial accommodation to scheduled banks desirous of assisting 
contractors and other suppliers to the Government. Such 
accommodation was to be furnished to the banks against the 
security of their customers’ promissory notes supported by their 
bills in respect of Government supply contracts. The notes 
which would be drawn by the Government contractors would be 
ordinary usance notes maturing within 90 days and were eligible 
for rediscount by the Reserve Bank only when the same had been 
endorsed by the scheduled banks. The bills in respect of their 
supplies to Government were obviously in the nature of collateral 
security and the responsibility for their collection vested in the 
banks. The scope of the Central Bank's assistance to the 
country’s industrial war effort was thus limited to such simple 
rediscounts as form part of the business of such institutions else- 
- where even in the ordinary times. It may also be recalled that 
the Federal Reserve Banks in the U.S.A. with a view to 
expediting and maximising the country’s war effort were extend- 
ing loans and guarantees to the banks engaged in financing war 
contractors. The Government Departments also 1n their turn 
were giving their own guarantees to the Reserve Banks in such 
cases. There was in India no such corresponding arrangement 
between the Reserve Bank and the scheduled banks or between 
the Supply Department and the Reserve Bank in respect of 
financial assistance to war industries. 


The State and Financing of War Industries in India : 


As regards the State, we have seen it became the principal 
supplier of finance elsewhere for extending and expediting the 
production of war industries. It has been estimated by a 
competent authority that in 1943 most of the war-time 
expansion in the U.S.A., about 14.4 of the 16.9 billion dollars, 
was financed with public funds. This amounted to 85 per cent. 
of the total programme ; private funds accounting for the remain- 
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ing 15 per cent only.’ In implementing the implications of the 
Roger Mission, the Eastern Group Supply Council and the 
American Technical] (Grady) Mission for expansion of India’s 
war industries, His Majesty's Government financed the establish- 
ment of a number of new factories and plant in India. ‘‘ Not 
only the establishment and expansion of India's major industries," 
observed Sir Jeremy Raisman in the course of his 1943-44 Budget 
Speech, ** but the establishment of minor ancillary industries 
was being effected at the capital expense of His Majesty's 
Government.'’*? The ownership of these factories and equip- 
ment and the right of their disposal after the War would vest in 
His Majesiy’s Government as they had incurred the necessary 
expenditures. The capital expenditure under the Chatfield plan, 
which was concerned almost exclusively with the expansion and 
modernisation of ordnance factories and the setting up of additional 
establishments for the manufacture of high explosives, worked out 
at nearly seven crores of rupees and was entirely borne by the 
British povernment. That government were also involved in 
further expenditure in India on new factories and plant of no less 
than Rs. 12,54,91 lakhs, a figure, however, which took into 
consideration capital account only." Apart from the financial 
interest taken by the Government of India in some factories, as 
the South Indian Aircraft factory in which they held a propor- 
tion of the shares,“ it is believed, they also supplied in some 
instances the necessary capital for what is called ‘‘balancing 
plant *’ needed for extension and adaptation to war requirements. 
Special financial arrangements were also made in cases where 
industrialists had to sink capital in war industries whose peace 
time value would be nil.” The decline in the advances of the 
scheduled banks in India and the rise in their deposits further 
afford indirect evidence of the part played by the government in 
the provision of working capital for war industries. There 
were several factors which were responsible for this peculiar 
banking trend in war-time, but direct financing by the govern- 
ment of war production must have, to some extent, reduced the 


* O, B, Me Laughlin (of National Resources Planning Board) in the American 
Economico Review, March, 1945. | 

2 Budget Speech, 1943-44, Gazette of India, Extraordinary Teave. 

a G. Tyson, India Arms for Victory, pp. 34 and 28. 

4 Indion Finance Annual, 1942, p. 5i. 

* Sir T. E. Gregory ond M. W, M, Veatte—Lease Lend, what it ie and how it 
works, p- 19 . 
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demand ior the banks’ 


advances from their industrial 
customers .* 


It is in the case of the small industries executing war 
orders that the government appear to have taken a good deal of 
interest. ‘The importance of bringing the small industrialist in 
line with the war machine was early realized by the government 
and the organizing and focussing of small business were two 
of the main tasks of supply policy. An agreement between the 
Supply Department and the provincial and State governments 
was devised for planned production for such industries. The 
Provincial governments generally furnished the working capital, 
sometimes in real form,” but the Government of India also 
provided financial assistance within certain limits where 

necessary.” 

It is clear from the brief outline presented above that the 
financial machinery for facilitating and expanding Indian war pro- 
duction was extremely rudimentary. What was needed to maxi- 
mise the covntry'’s industrial war effort was a machinery through 
which a smooth, easy and swift flow of credit, both long and short- 
term could be ensured to the whole range of industrial enterprises 
engaged on essential war production down to the humblest sub- 
contractor. It has been seen that the very nature of war industries 
precludes private enterprise from assuming the extensive and un- 
predictable risk of financing plant expansion and conversion ; and 
therefore the bulk of the risk of war plant financing inevitably 
devolves on the state. Not only, therefore, was it fit that our 
government should have furnished the necessary long-term capital 
for refitting and replanning industries for war requirements in 
‘* real ’’ form as well as in terms of money, but they should 
have also made arrangements for the provision of working 
capital, The government could have installed the necessary 
plant and equipment themselves and leased them out to the war 
contractors at a rental fixed as a percentage of the over-all sales. 
They could also give them an option to acquire the same after 
the war on the basis of cost less an agreed-on depreciation. As 
a financial device, government ownership of war facilities 


coupled with a provision for their lease has undoubted advantages 
2 Article entitled “ War and Indian Banking, Journal of the Institute of 
Bankers, July, 141. 
2 The Director of Industries in Bengal st one stage used to make ` free” 
issues of raw material to mall firme engaged in making camouflage nets, the cost 
being deducted from the price of the nets on delivery. 
a G. Tyson, India Arme for Victory, p- 197. 
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not confined to considerations of immediate war production. The 
problems of the strategie location of plants, of re-tooling and 
re-modelling during the very course of the war production pro- 
gramme would have been simplified in the war period ; while in 
the post-war period the facilities could always be released to 
private ownership and production when the country’s economy 
would have been ripe for their absorption. In this way the 
government would have been able to assume the entire risk of 
war-time plant expansion, avoiding at the same time “' the pit 
falls to private companies or the windfalls to them.’’ 


An alternative policy of the government in this respect 
would have been the marshalling of the forces of private 
enterprise. The industrialist could have been entrusted with 
the preparation of the plans and designs as well as the financial 
responsibility for construction. The government could provide 
technical supervision and could also undertake the repayment of 
the expenses of extension and adaptation in monthly instalments 
spread over a number of years. This government undertaking 
to repay the cost would have turned the contract into a ** bankable 
one '' and enable the banking system to finance the operations. 
It is understood that there was a system of ‘' progress payments *' 
on government war contracts but its scope was much restricted 
relatively to that of the British and American systems. The 
facilities of the Reserve Bank of India as well as of the entire 
commerciai banking system of the country could have been 
utilised in financing the whole range of war industries. The 
Supply Department could have been authorised to guarantee the 
Reserve Bank and the scheduled banks against any possible loss 
which might be incurred in the process of financing the war 
contracts. The Reserve Bank should have been empowered to 
arrange loans to the scheduled banks and guarantees thereof, 
whenever they would be deemed necessary for speeding up the 
performance of war orders. A co-ordinating machinery in the 
shape of installing “' liaison officers '’ could also have been set up 
between the Reserve Bank and the Supply Department. The 
manufacturer engaged in essential war work was, in the first 
instance to apply for financial accommodation to his own bank. 
Only when the scheduled bank was not in a position to furnish 
the necessary credit out of its own resources, it could approach 
the Reserve Bank either for a loan or for a guarantee of its loan 
to the industrialist. After the '' liaison officer '’ had testified, 
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from the technical or production view point, to the qualification 
of the war contractor to carry out the government order, the 
Reserve Bank could examine the financial implications of the 
proposition and decide upon the type of financing suitable to 
meet the case. Such is the general framework of the machinery 
which the government should have set up for financing war-time 
plant extensions and conversions in India. But whatever the 
type of mechinery, it was essential that while speeding up 
production and construction, it did not give an impetus to the 
inflationary forces inherent in a war economy and did not hamper 
the solution of the country's post-war problems. 


Financial Problems of Reconversion and Development : 


The financial problems of reconverting industry from a war- 
time to a peace-time basis are no less important than those of 
war-time plant extension and conversion. When a war ends, 
far-reaching technological re-adjustments are called for to meet 
the altered specifications of war requirements. Factories 
manufacturing high grade products like automobiles and type- 
writers had to be converted to produce machine guns and army 
trucks, the change-over necessitating considerable re-tooling 
and replanning. Such factories have to be re-adapted to peace- 
time requirements. The problem of reconversion, though 
not so vast and formidable as in the case of England or 
the U.S.A., still existed in India and was considerable." <A closely 
related problem was that of industrial capacity. The assessment 
of the place of different categories of industries in post-war 
conditions and the adaptation of their sizes to these changed 
conditions would be one of the foremost tasks of the government. 
There were the over-expanded war-industries, which must suffer 
a good deal of contraction. There were again industries partly 
converted to war uses which had to win back their peace-time 
markets such as chemicals, cotton, jute and other textiles. There 
were further the dislocated peace industries, most of which 
supplied ihe consumer goods. It was this last category which 
called for the greatest possible expansion. Surplus capacities 
in one group were likely to go hand in hand with shortages in 
another. Excess capacities and superfluous plant had constituted 


1 Sir I. E. Gregory, Memorandum on Indian Monetary Policy in the Post-War, 
Period (1944), p. 15. 
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one of the gravest causes of disequilibrium at the end of World 
War I. ‘Lhe same peril must not be allowed to overtake us this 
time. A great deal of careful attention would have to be paid to 
determine the manner in which and the extent to which the 
excess might be adapted to meet the peace-time demand. The 
problem in each case would be to adjust the peace-time size to 
the peace-time demand, shrunken no doubt in many instances 
but considerably expanded and requiring yet further expansion 
in many others. In the immediate post-war period demands for 
aluminium, synthetic fibre and electronics would be greatly 
increased ; while technological developments on new non-metallic 
substitutes for metal, such as wood, plastics and resin would have 
to be definitely encouraged for conserving scarce and irreplaceable 
natural resources. The prospects of such development, as 
Mr. J. R. Bellerby points out in a recent work, will depend, 
however, on one essential condition, the possibility of financing 
the general re-equipment.* The problem of reinvigorating such 
industries in the transition period will consist more in financing 
their restoration and re-equipment than in internal stimuli and 
re-adjustments. The firms will be in urgent need of plant and 
machinery for peace-time production but may not have the 
necessary financial resources. They will have to be furnished 
with the necessary credit facilities. The problem, therefore, 
will evidently be to find out the methods by which credit 
facilities for such re-equipment may most efficiently be ensured. 
An important part will inevitably have to be played by the state 
in the financing of this transition from war to peace-time 
conditions. ‘The Ministry of Supply having now to provide 
butter for guns will have a new function—that of providing the 
necessary capital to such industries, particularly to those firms 
in them which lack the means of borrowing on a long-term 
basis. The banks may be directed to grant loans to any firm 
approved for the purpose by the Ministry of Supply. The 
principal and interest on their loans may be guaranteed to the 
banks by the government. ‘‘ Liaison officers " may be installed 
in the principal branches of the banks who will closely co-operate 
with the bank managers in the day-to-day scrutiny of the claims 
put forward by various industrial borrowers. Loans may be 
granted to those who stand first in the Ministry of Supply's 
priority list and whose credit requirements arise directly out of 


1 J. R. Bellerby, Economic Reconstruction, Vol. I, p. 176, 
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war conditions and cannot be met from ordinary sources. It is 
scarcely necessary to point out that such a scheme must fit into 
the general framework of the credit policy involved in the 
national plan of reconstruction. 

Apart from the question of post-war plant conversion and 
changes in industrial capacity, India will face in the post-war 
years a far-reaching industrial re-adjustment, perhaps the most 
far-reaching in her history. It will embrace not only the 
conversion from war to peace production and the ensuring of 
the continued operation on peace-time work of plants installed 
for war production but also the planned long-term industrial 
development of the country. 

This enormous task of reconversion, reconstruction and 
development will call for an adequate provision of both long- and 
short-term finance. The E. P. T. refunds will not be sufficient 
to provide the working capital required by industry during the 
post-war reorganisation. In the circumstances industry will 
have to depend upon the banking system to a considerable extent 
for the supply of its requirements of short-term finance. Banks, 
it has been well said, are an instrument of swift action in 
planning.’ In a well-organised national plan the banking system 
may be utilised by the government not only for helping industry 
during the difficult period of post-war reconstruction but also in 
several other ways. The banks in their turn should relax their 
pre-war rigidity of practice and regard for tradition so that they 
may make their contribution to the national plan. As we have 
pointed out elsewhere, opinion is steadily gaining ground that 
the banks, particularly in view of their current liquid position 
which is the result of war finance, should break new ground and 
search for unconventional outlets for investments and should be 
more receptive of new business hitherto regarded to be outside 
the purview of conservative banking practice.“ In the difficult 
and strenuous years of the post-war period it is essential that 
there should be the closest possible co-operation between banks 
and industry. 

But the supreme need of the hour is the establishment of a 
specialist institution—an Industrial Finance Corporation— 
under government auspices, which will play the dominant part 
in the financing of post-war industrial reconstruction and will 


+ J. R. Bellerby, Economic Reconstruction, Vol. I, p. 277. z 
23 8. K. Basu, Recent Banking Developments (2nd Ed.), p. 211. 
419—1982 B. 
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also help government to implement their policy of full employ- 
ment. Post-war industry in the course of its rehabilitation and 
development will need finance for the following purposes: 
(1) overhaul of equipment—the scrapping of worn-out and 
obsolete machinery ; (2) purchase of new plant and machinery ; 
(3) new developments and extensions; (4) market research, 
advertising, etc.; (5) technical research and development; 
(6) materials and labour. Any special machinery that may be 
set up for financing the task of industrial reconstruction and 
development will have to satisfy the demand for all these cate- 
gories of industrial finance. A number of countries have already 
taken steps to set up such special financial institutions. It will 
be recalled that for the same task of financing industrial recon- 
struction and development after World War I, special financing 
machineries had been established in several countries of Central 
and Hastere Europe and these had taken the form of industrial 
mortgage banks. A study of the structure and organisation of 
the Industisial Finance Corporations formed in several countries 
after World War II, and of the financial methods adopted by 
them will be not only interesting but highly useful. These 
corporations constitute another important landmark in the 
institutional developments of industrial finance. In sharp contrast 
to the pure industrial mortgage banks of the former period, a 
remarkable trend is witnessed after World War II in favour of a 
combination of the business of mortgage lending with that of 
underwniting and in several important cases, participation in the 
equity capital of industrial companies as well. 








CHAPTER II 


Recent TRENDS IN INSTITUTIONAL DEVFA.OPMENTS OF 
INDUSTRIAL FINANCE 


The Industrial and Commercial Finance Corporation, Ltd. 
of Great Britain : 


Of the special machineries that have recently been set up 
for providing the long-term financial needs of post-war industry, 
the two British institutions, the Industrial and Commercial 
Finance Corporation and. the Finance Corporation of Industry, 
have attracted the greatest measure of attention. Born of two 
different ideas, these two institutions were established at the 
instance of Sir John Anderson, then Chancellor of the Exchequer, 
and Dr. Dalton, then President of the Board of Trade, to meet 
the post-war capital needs of British industry. The Industrial 
and Commercial Finance Corporation, the I.C.F.C. as it is 
generally called, is the product of the prevailing belief in the 
existence of the ‘‘ Macmillan gap,’’ that is, in the field of financial 
requirements lying in between the short-term facilities ordinarily 
furnished by the banks and the long-term facilities available to 
the larger established businesses through the medium of the 
etock exchange or the issuing house. 


Capital Structure : 


The resources of the Corporation were provided by a 
consortium of the Bank of England and the joint-stock banks of 
Great Britain. Of its share capital of £15 million the Bank of 
England took up £500,000 as a ** token subscription *’ and the 
balance was subscribed by the clearing and the Scottish banks 
roughly in proportion to their deposit liabilities. In addition to 
its share capital the Company has borrowing powers of £30 
million which will be utilised by means of loans and advances 
from the member banks pro rata to their shareholdings. 
Although started with Government approval, the Corporation is 
neither financed by the Government nor is it subject to depart- 
mental control. In no sense does it receive Government assistance 
or subsidy. It operates as an independent organisation controlled 
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by its own board of directors, none of whom is nominated by 
the Government, and is conducted on a strictly commercial basis." 


Objects : 


The object of the I. C. F. C. is to provide finance for small 
and medium-sized industrial and commercial businesses where 
existing facilities provided by banking institutions and the stock 
exchange are not readily or easily available—businesses, more 
precisely, ‘' whose requirements fall within the limits of £5,000 
and £200,000.""? It is clear that the Corporation has been 
designed to remove the difficulties which face smaller and 
medium-sizcd businesses in raising their requirements of capital, 
even when the security offered is perfectly sound—particularly, 
long-dated capital in amounts not sufficiently large for a public 
issue,—difficulties again to which pointed attention was drawn 
by the Macmillan Committee in their report.” As a recent report 
of the I. C. F. C. has put it, it is intended to help concerns in 
the void of the ‘‘ Macmillan gap °’ with no hope perhaps of reach- 
ing the heights of a public issue. 

The I. Œ. F. C. caters for the financial needs of mainly 
private limited companies engaged in manufacture but it does 
not confine its facilities to them alone. In fact, it does not intend 
to exclude any type of business, industrial or commercial, from 
its scope.* Although the policy of the Corporation is mainly to 
provide additional finance for established and progressive enter- 
prises, it will not deny the use of its facilities to new under- 
takings whose functions and prospects are commercially sound. * 

Generally speaking, the facilities provided by the Corpora- 
tion are intended to augment and not to replace existing finance. 
The proprietors of any enterprise assisted by the Corporation are 
expected to have a substantial financial stake in their business. 
Broadly speaking, it is prepared to furnish credits in amounts 
ranging from £5,000 to £200,000 to any industrial or commercial 


% Article entitled “ Finance for Small and Medium-sized Companies " in the 
Accountant, Wih Juno, 1046. 


2 The Chairman's Statement at the First Annual General Meeting of the 
1. c. F. C, Ltd., held on Sth November, 1946. 

® Para, 404, Report of the Committee on Finance and Industry, 1931. 

4 The Chairman's Statement, First Annual General Meeting, I. C. F. C. Ltd. 


s Art in the Accountant, 20th June, 1946. Reprint kindly forwarded to the 
writer by the 1. C. F. O. Tad. 
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concern operating in Great Britain which puts forward a sound 
proposal. ‘Lhe object behind this £200,000 was to demarcate the 


frontier between its province and that of its sister organization, 
the F. C. I. 


Methods of Finance : 


Every case that is considered by its officials is looked on 
not just from the standpoint of what will suit the Corporation. 
‘* The prime factors are the type of finance the applicant really 
requires and the best way of providing him with it." The 
merits and special requirements of each case have settled the 
methods of finance to be adopted by the Corporation. Thus the 
financial facilities provided by the Corporation have taken a 
number of different forms such as: 


(1) debentures and secured loans ; 

(2) unsecured loans; 

(3) redeemable preference shares ; 

(4) non-redeemable preference shares ; 
(5) participating preference shares; and 
(6) ordinary shares. 

Cases where new capital is required to cover the cost of 
fixed assets and working capital in an expansion or conversion 
scheme; and the proprietors of the business expect to be able 
to repay the advance out of profits in 10 or 20 years, are usually 
met by a fixed loan in the form of debentures or unsecured notes 
redeemable by annual instalments over a period, or by 
redeemable preference shares. When there is a considerable 
degree of risk in the new finance, as in the case of a company 
which is a wartime mushroom growth with a problem really of 
conversion, rather than of reconversion, the method of finance 
chosen is participating preference shares.” 

In the second place, when the reconstruction or expansion 
of the undertaking requires capital of a permanent nature, this 
is met bv non-redeemable preference shares accompanied possibly 
by a proportion of ordinary shares." The Corporation in such 
cases really provides ‘‘ risk "' capital. 


1 Art by Mr. Lawrie, General Manager, I. C. F. ©. in the Banker op. cit. 
2 Ar by Mr. J. H. Lawrie, General Manager, I. C. F. C. in the Banker, 


August, 1946 | 
> Art. in the Accountant, 20th June, 1946. Reprint kindly forwarded to the 


writer. 
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For intermediate cases falling in between the two main types 
& combined arrangement tailored to the needs of the situation is 
usually made. 

When the balance-sheet and prospects of a company, anxious 
to build a new factory or install new machinery, do not justify 
an unsecured loan, but the company requires additional working 
capital to finance the increased turn-over resulting from the 
acquisition of fixed assets, the Corporation makes its contribution 
partly on mortgage on the fixed assets and partly in preference 
shares. The floating assets are left free as security for the bank 
and are calculated to strengthen the position of the company from 
the banker’s point of view. This is the policy which has 
frequently been used in conjunction with several of the banks 
and has come to be known as the ‘* I. C. F. C. Sandwich.’ Some 
of the I. C. F. C's. secured loans are not ‘' straight loans '’ but 
incorporate options of conversion into ordinary shares.’ 


Liaison ‘Department : 


The Corporation deals in long-and medium-term loans and 
has sometimes even a shareholding which is a substantial 
proportion of the total capital of its industrial customer. In such 
circumstances, it is essential that it should keep in close touch 
with the customer company’s activities. With that end in view 
a Liaison Department has been started. The trained engineers 
of the Department travel about the country visiting the several 
customers, discussing business problems and difficulties which 
may face them, advising them, giving them the benefit of their 
and the Corporation's wide contacts, and watching on behalf 
of the Corporation for danger signals that may indicate the 
probability of business losses or other troubles. 

It is the policy of the Corporation to provide finance at a 
moderate cost. No fixed scale is applied to interest rates which 
vary with the securities available and the inherent soundness 
and prospects of the business. Secured loans have recently been 
Legotiated et 4 to 449% and unsecured loans and preference shares 
at slightly higher rates. 

For expenses a small fee is charged ranging from 4 to 1% 
on the amount provided by the Corporation. The legal costs of 
both the Corporation and the applying company are borne by 


1! Brisn Tew, IL ©. F. C, Revisited. Art. in the Economica, August, 1955. 
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the latter when business results. If, by arrangement with the 
applicant, a professional firm is employed to investigate the 
accounts, the fees are paid by the borrowing concern. In all other 
cases the Corporation's own expenses are borne by it. 


Stages through which an Application for Financual 
Assistance passes : 


All applications for financial assistance from industrial 
customers of the Corporation have to pass through three distinct 
stages before they are finally approved or rejected. 

Proposals may be submitted through the applicant's bankers’ 
through accountants or solicitors or direct to the Corporation. 
Intending borrowers are generally requested to submit their 
proposals in writing. Every proposal should contain a clear 
statement of the amount required and the purposes for which 
it is required. Information has also to be given regarding the 
existing capitalisation of the business, its financial records and 
prospects. The applicant should send also copies of balance- 
sheets and profit and loss accounts, where possible for at least 
two pre-war years. In the case of a new undertaking the 
Corporation should be informed of the amount of money the 
promoters themselves intend to provide. 

The stages through which an application passes are as 
follows :— 

(1) Preliminary Examination—the ‘‘ Examiners ` are 
responsible for sifting the * possible '’ from the ** impossible “ 
and for working on the former until there is a good prima facte 
case for a loan or investment. 

(2) Proposed arrangement (terms and  conditions)— 
‘‘ Controllers.’ Both the Examiners and Controllers obtain 
help and guidance from the various departments of the Corpora- 
tion, such as the technical investigation, accounting and market 
research departments according to the circumstances of the 
individual case. 

(3) Finally, the Directors for approval or otherwise. 

Investigations are carried on by visiting the works of the 
applying company and survey is also made of the background 
conditions of the industry. The final decision is based on 
accounting, technical, economic and “* human '' considerations. 
The I. C. F. C. takes a great deal of trouble in collecting and 
utilising a wide range of data on all these aspects. When the 
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terms of assistance have been finally negotiated, the necessary 
agreement is drawn up by the legal department. The various 
departments of the Corporation engaged in the actual scrutiny of 
the proposal in its different aspects are : 

(a) Examination Department; (b) Accounts Department ; 
(c) Liaison Department (i.e., technical investigation) ; (d) Legal 
Department : and (e) finally an Economic Intelligence Department, 
watching economic trends very closely." Thus the I. C. F. C. is 
able to use both technical and financial skill in distinguishing 
between ** pipe dreams ’’ and ideas capable of being transformed 
into practical terms. 

The staff consists of a banker, four experts on issue houses, 
two Stock brokers, three chartered accountants, a production 
engineer, a building expert, an economist and a lawyer. 


Business Operations : 


Quite a large variety of industries have been financed 
by the Corporation. Mechanical engineering including agri- 
cultural machinery, machine prime movers, printing and paper- 
making machinery, textile machinery, food machinery, etc., 
absorbed 17.2% of the total advances in 1960. Other industries 
assisted are agriculture, iron and steel, cement, lime, bricks, 
chemicals, electrical engineering (5.9%), ship-building, cutlery, 
hand tools, watches, textiles (8.2%), leather, clothing, food, drink, 
scientific instruments, etc. Transport, distribution, hotel and 
catering, laundering, dyeing and other services also figure as 
important items in a long list.” 

The poalance-sheets reveal that the assistance furnished by 
the Corporation took the form of debentures and secured loans, 
unsecured loans, redeemable preference shares, non-redeemable 
preference shares, participating preference shares and ordinary 
shares.” The particular situation of the customers was taken 
into account and facilities which would just suit their cases were 
devised. ‘Lhe requirements of a large number of the customers 
were what could be properly termed ' capital.’ The Corpora- 
tion was also frequently asked to provide resources for new 


1 Source. Letter to the writer from the General Manager, I. C. F. C., dated 
áth Angust, 1945, in reply to his queries. 


_ 9 Fifteenth Annual Report and Statement of Accounts for the year 1959-60, p. 15. 
` Balance-sheets of the I. ©. F, C. Ltd., 80th Beptember, 1948 to 31st March, 1960. 
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developments or new enterprises involving considerable risks; 
or to provide resources which constituted a substantial part of 
the total funds. In such cases the Corporation preferred to 
stipulate for some part of the equity, either in ordinary shares 
or by way cf participation attaching to the preference shares. 

The tollowing table shows the invested funds of the 
Corporation as analysed by types of facilities * :— 

At 20-90-49 At 81-38-50 At 31-3-61 


% % % 
Secured Loans ... 985.9 85.8 85.2 
Unsecured Loans ie aos 27.6 21.8 
Preference Shares a SEO 23.8 20.3 
Participating Pref. Shares ae BS 4.7 8.9 
Ordinary Shares — ene 8.1 8.8 

At 31-3-52 At 31-3-655 At 51-560 

% % % 
Secured Loans .- 88.2 87.4 41.7 
Unsecured Loans sa 22.0 21.3 17.9 
Redeemable Preference Shares ... 19.2 21.0 20.0 
Non-redeemable Preference Shares 11.5 11.8 9.7 
Ordinary Shares vy ee OS 8.5 10.7 


The analysis of the new business by size at different periods 
is given below * :— 


Amount No. of % of Aggregate % of 
cases Total Amount Total 

(2°000) 

1955 

Up to £10,090 TF 74 14.7 440 1.6 
£10,001—£2C 000 7e 44 14.7 1,085 3.8 
£20,001—£50,000 ... 175 34.9 6,824.8 22.1 
£50,001—£ 100,000 ee ee 18.7 7,009.8 24.5 
£100,001 and upwards... 85 17.0 18,753.2 43.0 

502 28,622.4 
Amount No. of % of Aggregate % of 
4 cases Total Amount Total 

(2'000) 

1960 

Up to £10,000 Oy) ERAN 15.9 687.7 1.5 
£10,001——£20,000 jie? BD 18.0 1,810.2 4.7 
£20,001—£50,000 .. 188 28.5 6,354.7 16.6 
£50,001—£ 100,000 as 18 19.4 9,292.0 24.2 
£100,001 and upwards... 120 18.2 20,321.2 53.0 

660 88,365.8 


1 Annual Reports of the Directors and Statements of Accounts, 1949-1960, 

2 Report of the Directore and Statement of Accounts for the years ended Slet 
March, 1955 and 1060. 

f0O—1882 B. 
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It will be found from the above tables that the proportion 
of the number of cases upto £50,000 stood at 64.3% and 62.4% 
of the whole in 1955 and 1960; while the proportion of trans- 
actions at that level was 27.5% and 22.1% of the aggregate 
amount. Rut the proportion of transactions above £100,000 has 
risen to 48.0% and 53.0% of the whole, although the proportion 
of the number of cases was 17.0% and 18.2% respectively. The 
Corporation is expected to provide loans in as small amounts as 
£5,000. But loans of less than £20,000 do not show any profit 
because small loans are generally more risky and more expensive 
than larger ones. Although the Chairman assured that the 
Corporation's special concern was for applications for small 
amounts from £5,000, it has not been very active in financing 
small business.* 

The Corporation's customers are principally private com- 
panies of small and medium size, engaged for the most part in 
industry. Here again the Corporation deals essentially with the 
developing sector of industry—with both well established and 
young business which are expanding, which are developing new 
processes and products; or which have been reconstructed or re- 
organised, and to a certain extent with new concerns. 

In its lending policy the Corporation has been guided by 
the directions given to the Capital Issues Committee by the 
Chancellor of the Exchequer from time to time and the priorites 
laid down by the Government departments. Its rates have been 
modelled on those prevailing in the capital market with a pre- 
ference for the low rather than for the high side of the market.* 

A danger to which the Corporation may find itself exposed 
has been stressed by the Economist. It may become the pro- 
verbial ‘‘ dustbin *’ into which all the undesirable business will 
be dumped.’ But the fears are unfounded, as Lord Piercy has 
assured us that it is no part of the Corporation's policy to carry 
financial lame ducks but help ducks that can swim. 

The Corporation has further been accused of adopting an 
unduly conservative policy. ‘* It has outbanked the bankers,’ 
so runs the slogan. But the insinuation is unjust not only to 
the Corporation but to the bankers as well. The fact is that it 


1 Brien Tew, Art. in the Economica, August, 1955. 

* Statements by the Chairman, I. C. F. ©. Ltd., at the Sixth aod Seventh 
Annus! General Mectings. 

3 The Economist, Dth January, 1945, p. 88. 
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has been the Corporation's endeavour to combine with prudence 
a maximum of usefulness according to its lights, the object being 
to increase the accessibility of permanent or quasi-permanent 
capital to eligible borrowers. 

The Corporation is intended to supplement, and not 
supplant, the activities of the banks and of other institutions. 
A customer of this Corporation may require a joint arrangement 
with the Corporation and his own bank, under which the former 
will provide the long-term and the latter the short-term finance. 
Thus there can be no question of competition between the Corpora- 
tion and the banks. The relationship is rather one of co-opera- 
tion. This co-operation will be in the interests of the customers 
as well us of the Corporation and of the banks themselves. The 
Corporation’s business has made good progress. The demand 
for its facilities has continued to be high and the quality of the 
applications has grown more attractive. Advances and invest- 
ments of the Corporation rose to £38.3 millions in 1960 from 
£26.83 millions in the 74 years to 31st March, 1953. In view of 
the peculiar circumstances of the post-war period under which 
the supply of capital seeking investment in private industry was 
fairly large and a large amount of custom being choked off by 
the Capital Issues Committee, the pace set by the I. C. F. C. 
though not spectacular has been quite impressive. 

The recent credit squeeze has hit hard the circle of indus- 
trial and commercial concerns which are the customers of the 
I. C. F. G., particularly in respect of their capital requirements. 
It has not been possible for the banking system to help the private 
company and the smaller concern as it does in ordinary times. 
For the companies that the I. C. F. C. caters, access to the issue 
market is imperfect or lacking. The Corporation found it 
increasingly difficult to find the necessary funds for the appli- 
cations that might be justifiably accepted. The banks have been 
rather unwilling to provide loan capital to the Corporation as 
much as before while they were reducing their own advances to 
their direct customers." But in 1959-60 conditions improved 
considerably and the volume of applications was the largest in five 
years. The Corporation raised from the market £10 million upon 
long-term debentures. 


1 ‘Twelfth Annual Report and Statement of Accounts of I, ©. F. CO. for the 
year 1956-57, p. 1. 






= ae atte 
ta 
CENTRAL UBRAAY 





392 INDUSTRIAL FINANCE IN INDIA 
The Finance Corporation for Industry Ltd. 


The second and larger British institution is the outcome 
of ‘‘a more ambitious and potentially more significant idea.” 
The purnose of the Finance Corporation for Industry Ltd., in 
the words of Sir John Anderson, is the provision of temporary or 
longer-pe'iod finance for industrial businesses of the country 
with a view to their quick rehabilitation and development in the 
national interest, thereby assisting in the maintenance and 
increase of employment.''* As the I. C. F. C. is concerned with 
small and medium-sized industries, the F. C. I.’s main interest 
is in large-scale industries. The types of business envisaged 
are those which show prospects of financial success but cannot 
be immediately financed through normal channels (e.g. the 
banks) or by capital issue.” 

It resembles the B. I. D. in the sense that it will take no 
initiative in the reorganisation of industry. Its primary objec- 
tive is to provide finance. But it is really a much more ambi- 
tious version of the B. I. D. in that the emphasis has been shifted 
from salvage to development. ‘‘It will seek out its own 
spheres of activity and not wait till the corpses were brought 
in.”” It is also to be distinguished in one important respect 
from the Credit for Industry, Ltd. (1934), as it has not been 
debarred, in the process of financing, from participating in the 
equity of the business it assists. Assistance is furnished not 
only in the form of liened fixed interest loans but also by way of 
subscription to the initial share capital. 

Any impression that the Corporation will be competitive 
with existing sources for the provision of capital will be wholly 
erroneous. As in the case of the I. C. F. C., it is merely intended 
to supplement, and not replace, the existing channels through 
which industrial finance is procured. 

The F. C. I. is wholly owned by consortiums of insurance 
companies, trust companies and the Bank of England in the pro- 
portions of 40, 80 and 30% respectively. The authorised capital 
amounts to £25 million divided into 2,500,000 shares of £10 each, 
the issued and called-up capital being only 2% of £500,000 each. 
The object of retaining a large reserve of uncalled capital is two- 


1 Bir Jobn Anderson's speech in the House of Commons, dated 28rd January, 1045. 


2 Gouree: Letter from the Finance Corporation for Industry Tad., to the writer, 
dated 27th February, 1948. 
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fold: first, to enable the Corporation to work at fine rates, and 
secondly, to afford a very good cover for the borrowings from the 
banks by which the business of the Corporation will be chiefly 
financed. The bulk of its resources are provided by the exercise 
of its borrowing powers amounting to four times the amount of 
capital, i.e., £100 million. The borrowing powers will be 
exercised through loans from a consortium of banks. As Viscount 
Bruce, its Chairman has observed, it has constituted the marriage 
of the great credit resources of the city. It will not itself accept 
any deposits from the public. 

The Corporation conducts its business on the broadest 
possible basis consistent with proper commercial prudence. 
Subject to that, its charges for accommodation for its clients 
would be on the most reasonable scale to cover expenses, to 
accumulate an adequate reserve and to provide for a reasonable 
rate of dividend on the paid-up capital. The Chairman of the 
Corporation at the Second Annual General Meeting stressed the 
fact that the Corporation was not a philanthropic institution 
with an obligation to finance projects without any reference to 
the ultimate financial result. With such enormous resources at 
its disposal, any attempt to make it function on philanthropic 
lines would constitute a grave threat to British industry rather 
than being a source of advantage.* But it is not suggested for 
a moment that the Corporation has been formed to earn extra- 
vagant profits. It is essential that adequate reserves be built 
up. The shareholders are also entitled to expect a reasonable 
rate of return in due course upon the capital at risk. 

The Finance Corporation for Industry has been set the task 
of assisting in the creation of new enterprises and the expansion 
and modernisation of existing ones which will contribute to the 
advancement of the national economy by providing finance when 
it cannot be obtained through the ordinary channels. In carry- 
ing out this task, the Board of Directors has interpreted its Charter 
in the widest manner and has not even hesitated to provide finance 
required for a project whose activities are not conducted within 
the United Kingdom.* The Corporation considers that it will 
inevitably have to take risks but that it is under obligation to 
ensure that any project it undertakes to finance has a sound basis 


1 Note of Chairman's speech at the Second Annos! Meeting held on 18th 


7. 
— as »f Chairman's Statement at the Fifth Annual General Meoting, 1950. 





nY oF 
——— 
K j 
5 j — 
EAA 
S 
L LIBRARY 


CENTRA 


394 INDUSTRIAL FINANCE IN INDIA 


and that tere is a reasonable prospect of the moneys advanced 
being repaid.' 


Methods of Finance: 


The institute proceeds empirically in regard to the form in 
which its assistance is given. As in the case of the I. C. F. C., 
the peculiar needs of every customer have determined the form 
in which the accommodation is provided. Negotiations are 
conducted by correspondence and interview between executive 
officials of the Corporation and representatives of the Company 
concerned. The ultimate decision, except in those cases which 
clearly fall outside the purview of the Corporation, rests with the 
Board of Directors.” An important consideration for the Board 
is whether the project which is seeking assistance would, by 
modernisation, expansion or development of a new industry, 
contribute towards the objective for which the Corporation was 
formed. If the Board is satisfied on this point and there are 
reasons to believe that there are prospects of financial success, the 
money is provided on terms as little burdensome as possible 
during the developmental period. The policy of the F. C. I. has 
heen to provide loans at the lowest possible rates of interest during 
the period while the factory, plant and other requirements are 
being erected and installed and the enterprise is being brought to 
the productive stage. While helping in this way new projects 
in their initial stages in the best interests of the national economy, 
the Corporation has felt that in the event of success it is entitled 
to a reward for its courage and initiative. One method of 
ensuring this has been to take conversion options in the equity 
of the ventures. These rights of conversion into equities or 
preference shares ensure for the Corporation in the event of the 
projects proving successful, a reasonable reward for the risks 
undertaken. Thus valuable conversion rights in the equity of 
the companies were attached to the advances made to Iron and 
Steel Companies, these conversion rights in the equity of the 
companies being £10 million in the case of the Steel Company 


i Jbid. Fourth Annual General Meeting, 1940. 
2 Letter to the writer from the authorities of the Finance Corporation for 
Industry Ltd., dated 11th August, 1048. 
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of Wales alone. Similarly, a substantial profit accrued to the 
Corporation through its holding in the equity of F. Perkins, Ltd.’ 

It has never been the intention of the Corporation to com- 
pete with the capital market as a source of permanent finance nor 
with the banks as a source of temporary or “ interregnum *’ 
finance. It has been the function of the Corporation to provide 
for the capital requirements of large industrial undertakings which 
cannot borrow on long term from their banks and whose present 
position does not warrant an immediate approach to the capital 
market.’ 

There have been two classes of transactions. In one the 
Corporation has acted alone ; in the other it has been associated 
with one or more Issuing Houses of the city. This is reminiscent 
of the practice of the German banks to work in syndicates and 
helps to distribute the risks of investment fairly widely. The 
financing of the Steel Company of Wales, Ltd., furnishes the most 
outstanding example of this co-operation. After the end of the 
War, when the task of modernising the Tinplate Industry of 
Britain was undertaken, it was found to be a colossal job. It 
involved the provision of new capital to the extent of £60 million. 
It was not simply the magnitude of the task but there was the 
question of the period that must elapse before the permanent 
capitalisation of the Company would be established. It was 
accomplished by a remarkable co-operation between the F. C. I. 
and the largest group of Issuing Houses to be ever brought 
together and indirectly by the banks.” 

The staff of the Corporation, in marked contrast to that of 
the I. ©. F. C. is relatively small and outside consultants are 
employed when necessary for the investigation of any detailed 
and technical aspects of a case.* 

The F. C. I. has now completed fifteen years of its working 
and the time has come when we are in a position to pronounce 
a judgment. Its start was no doubt disappointingly slow. The 
lack of quick progress in the reconversion of a large variety of 
industries and the spectre of uncertainty engendered by the 
Government's nationalisation programme held back from it a 


i Note of the Chairman's Statement aj the Third and Sixth Annual General 
Meetings of toe Finance Corporation for Industry Ltd., held July, 1045, and July, 1951. 
2 Note of Chairman's speech at the 15th Annual General Meeting, Ind June, 1960. 
3 Speech of the Chairman at the Second Annus! General Meeting of the F, ©, I., 
August, 1047. | 
é Letter to tho writer from the F. C, I. I4d., dated llth August, 1945. 
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great deal of prospective business. But the slow start was 
followed by a rapid increase in the Corporation's business in the 
subsequent accounting periods. The following table shows how 
the business steadily increased up to 1953 :— 


Investments by way of loans and participations at cost 
less amounts written off 
(In millions of £) 


1949 1950 1951 1952 1953 
10.9 32.7 54.5 52.8 60.8 


Since 1953, however, investments have been declining as will be 
evident from the figures given below :— 


1954 1956 1959 1960 
58.9 41.2 37.0 44.5 


But still, compared with 1949, the business is quite sub- 
stantial in 1960. According to the statement by the Chairman 
of the Corporation on the eve of his retirement (1957) the objec- 
tives behind its creation have been fulfilled. The F. C. I. was 
set up with a view to financing the re-equipment and modernisation 
of British firms, possibly to the extent of a whole industry, the 
creation of new industries and the expansion of existing ones so 
that Britain could maintain her financial and industrial position 
in the post-war world. The finance required for the purpose 
would be on such a scale and of such a character that the existing 
machinery in the city was considered to be unable to handle it. 
The F. C. L was conceived to fill this gap in the financial 
machinery. Its creation and its continued existence have been 
amply justified by its activities to date. Since 1945 it has financed 
basic industries and basic developments to the extent of more than 
£100 million. Undertakings not only in the steel industry but also 
in the chemical, engineering, oil, shipping and other industries 
supported by the F. O. I. in completing their development schemes 
have proved to be a source of strength to the economy of the 


country .* 


Repo Accounts of the F. O. I. Ltd., 1940-60. 
i Syecches of the Chairman at the Second, Third, Twelfth and Fifteenth Annual 


Teak 
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The Industrial Development Bank of Canada : 


The Industrial Development Bank of Canada, established 
ander the authority of the Industrial Development Bank Act 
approved on August 15, 1944, commenced operations on 
November 1, 1944. The Bank of Canada subscribed for the autho- 
rized capital of £25,000,000 of which at first £10,000,000 was 
paid up. tn 1947 the paid-up capital of the Bank was brought 
up to its full authorized amount of £25,000,000.". The Bank 
has also been empowered under the Act to issue debentures up to 
three times its paid-up capital plus reserve. Under Sec. 25(a) 
of the Act, capital funds not currently required for business 
purposes have been invested in securities of the Government of 
Canada. 

When an cnterprise needs capital but not large enough to 
warrant a public issue of securities or when an otherwise accept- 
able project requires a loan of longer term than a chartered bank 
may be prepared to grant, the Industrial Development Bank will 
be prepared to extend its facilities to the enterprise, provided it 
is demonstrably sound and can be expected to pay back borrow- 
ings from earnings over a reasonable period. Its purpose is to 
extend financial assistance to sound industrial concerns which 
are unable to obtain their requirements from other sources on 
reasonable terms and conditions. It is intended to supplement 
rather than to compete with the activities of the chartered banks 
and other lending organisations, and to operate chiefly in the 
medium and long-term field.* The enterprises eligible under the 
Act for assistance are those which are engaged in the business 


of the mannfacturing, processing or refrigeration of any goods, 


or the building of the ships, or of the generating or distributing 
of electricitv. Like the British F. C. I. credit is provided only 
in cases where a reasonable amount of money has been invested 
by persons other than the Bank in the business concerned.* 
In considering applications for financial assistance, attention 
is paid not only to the existing value of buildings, machinery 
and equipment on which security may be taken but also to the 


1 Annual Reports of the I. D. B. to the Minister of Finance for the fiscal years 


d 1047. 
side cgi Ri B.. What It is and How It operates—a pamphlet published by the 


i by its authorities. 
| nd kindly forwarded to the present writer by l 
eng . E D. B., What It is and How It operates, Op. vit, 





398 INDUSTRIAL FINANCE IN INDIA 

ability to repay a loan from prospective earnings or other sources. 
The Bank is legally empowered to take any kind or form of 
security including liens on goods, wares and merchandise. 
Mortgages on land and buildings may be taken. Chattel mort- 
gage on machinery and equipment may also be accepted where 
it may be legally taken. Financial assistance provided by the 
Bank is usually on a medium or long-term basis. The length 
of term depends on the Bank’s estimates of prospects in the 
industry as a whole and on its judgment of the applying firm's 
situation as a borrower." The credits authorised by the Bank 
during the first year of its operation were for an average term of 
five years. It does not ordinarily lend money for what are 
commonly known as working capital purposes. By virtue of its 


Act, it cannot lend to primary producers nor like the British 
I. C. F. C. to trades or services. 


Methods of Finance : 


The methods used by the Industrial Development Bank 
in extending financial aid vary in accordance with the circum- 
stances. In the great majority of cases, the Bank makes direct 
loans but it has powers to share in, or guarantee, loans made by 
chartered banks. The Bank may also underwrite or purchase 
securities issued by the borrower. Every effort is made to 
arrange financing suitable to the needs and interest of the 
porrower. 

There is one very attractive feature in the Bank's method of 
disbursement. A business man may arrange in advance with the 
Bank for the financing of his project. He decides to erect a plant 
to be completed in a few months’ time and the Bank will advance 
funds only to meet actual expenditure as work on the plant 
progresses. The borrower thus pays interest only on the portion 
of the credit which is actually outstanding and is thus able to 
make large savings. The rate of interest is 5% per annum. The 
terms of repayment are tailored to suit the individual needs of 
each business. Thus payments of principal have been arranged 
on a monthly, quarterly, semi-annual or annual basis. As an 


1 Source: Art. by Mr. J. A. Macdonald of the Industris! Research Division ol 
the Bank in the Dalhousis Quarterly Review, 
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alternative, equal payments of both interest and principal are 
permissible. But the Bank's policy has generally been to 
encourage borrowers to repay their loans as quickly as possible in 
order that their finances may be placed upon a sound basis to 
meet possibly less favourable operating conditions.’ 


Procedure for Dealing with Applications for Finance : 


The Bank’s procedure in dealing with applications for 
assistance 1s as follows :—An application may be made in person 
or in writirg to any of its offices located in various parts of the 
country; at Montreal, Vancouver, Winnipeg and Toronto. 

The business of the Bank is a highly specialized undertaking. 
It has on its staff men who had previously occupied senior positions 
with commercial banks or trust companies. Besides experienced 
bankers, the Bank has on its staff experienced industrial 
engineers, lawyers, chartered accountants, insurance experts 
and qualified economists. When an application is received, these 
officers are entrusted with the task of examining it. If the 
preliminary data are satisfactory, a visit is made to the applicant's 
place of business where the investigation is carried on. The 
f ım of security to be held by the Bank and the terms of re- 
payment of loans which are arranged to suit individual cases are 
then decided upon. Periodic visits to the customers’ plant are 
regularly made so that personal contact, as through the Liaison 
Department of the British I. C. F. C., may be maintained and 
any problem that may have arisen in the course of the operations 
may be usefully discussed. Thus through this continuous contact, 
the I. D. B. has been able to assist a number of its customers 1n 
financial, engineering, accounting and insurance matters.” 

The Bank has lent its assistance to various categories of 
industrial enterprises. The following lists represent a good cross 
section of the varied types of industrial activity in Canada. 


1 Article by J. A. Macdonald in the Dalhouste Quarterly Review. MS. copy 
he present writer. 
KaD oae ae of the Industrial Development Rank, Canada, 30th September, 
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Loans, Investments and Guarantees classified by Industrial 
Enterprises, September 30, 1946 and 1947 * :— 


Authorised Outstanding 

Amount % Amount % 

1946 1947 1946 1947 

1. Food anu Beverages cam. aed 12.1 16.0 11.7 
2. Primary ‘Textiles ate — Wale 3.4 7.5 3.6 
5. Finished Textile Products — ~~ oS 5.6 5.0 6.9 
4. Pulp snd Paper Products abe — Ce 17.6 1.9 16.3 
5. Primary Lumber Products ... ee 4.1 4.3 4.3 
6. Furniture and Woodenware ... e T 7.3 6.0 9.2 
7. Agriculture! and Industrial — cae ne 6.5 7.0 8.6 
8. Automotive Equipment as” ee 21 3.9 2.7 
Ð. Miscellancous Metal Products S. 44,1 7.2 13.7 0.4 
10. Builder's Supplies baa ose Oe 40 12.2 5.4 
ll. Ceramics, Glass and Plastic Products ... 2.3 1.0 3.2 4 
12. Chemical Products t <i fe 14.9 8.5 4.5 
13. Refrigeration okt * an’ | >. 6.5 74 7.1 
14. Others a doa oe. 9.5 7.8 6.8 10.0 


The number and amount of authorized credits classified 
by size :— 





Net Number Net Amount Authorised 

1946 1947 1946 1947 
$ 5,000 and under a. 26 33 ` 04.347 = 103.930 
$ 5,001 lo & 25,000 H 140 = 1,007,659 é 1.869.749 
è 25.001 to & 50,000 < 39 58 a 1,456,251 $ 2,052,539 
è 50.001 to $ 100,000 s. 30 53 è 2,199,929 $6 3,883,744 
è 100,001 to 8 200,000 21 25 $ 3,008,486 $ 3.521.575 
Over & 200,000 5 13 $ 1,450,000 & 8,526,500 
TOTAL «ne 205 322 9.396.673 $19,758,037 


It will be seen that the largest number of authorized credits 
has been in the $5,001-$25,000 category. 

As in the case of the British institutions, the Canadian 
I. D. B. has operated under conditions of general shortages of 
labour, equipment and materials. Most industrial enterprises 
under these circumstances could not carry out their reconversion 
or post-war expansion programmes. Even under such conditions 
the Bank has served a useful purpose and gathered valuable 
experience which will stand it in good stead when it is called 
upon to function on a larger scale. The volume of business has 
been steadily increasing in more recent years. From the 
character and diverse nature of the applications received by the 


1 Annoal Reports of the I, D. B. to the Minister of Finance for the fiecal years 
1945-47, 
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Bank, Mr. Towers, its President, believes that there is not only 
a need for such an institution in Canada but that it is also likely 
to operate on a self-supporting basis. In the coming years 
ihere will be many special problems of industrial finance of the 
kind that the Bank has been designed to tackle and the evidence 
indicates that it will continue to provide a useful service.” 


Industrial Finance Department of the Commonwealth 
Bank of Australia :* 





Like the Macmillan Committee in England, the Royal i 
Commission on Australian Monetary and Banking Systems 
stressed the difficulties of small industrial concerns in obtaining 
their requirements of long-term capital. The Commission had 
particularly in mind the cases of borrowers of limited means in 
secondary industries which were capable of expansion and 
deserving of encouragement in the public interest. Bank advances 
are not easily available for any purpose of this kind and are also 
unsuitable in most cases. The expansion of such industries by 
ploughing back profits into the business is out of the question for 
in the initial stages such profits are not likely to be sufficient for 
the purpose. The requirements of the borrowers are not large 
enough to justify a public issue of shares and in most cases a 
public issue, if made, would be unsuccessful. In the circum- 
stances the Commission recognised the need of establishing a 
suitable machinery which would provide fixed and long-term loan 
facilities ranging from a period of three to ten years at appropriate 
rates of interest.” Such facilities, the Commission believed, 
could be furnished by a new Institution specially established for 
the purpose or by the adaptation of an already existing institution. 
Such an institution should have at its command the services of 
technical advisers, first, to examine the prospects of the business 
seeking financial assistance and secondly, to advise the proprietors, 
if the aid was furnished, on such matters as factory lay-out, 
methods of manufacturing, costing and marketing. As the 
industries envisaged by the Commission were those which would 
be aided as a matter of national or local policy, the Commonwealth 


1 Annual Report of the I. D. B. for the fiscal year 1946, p. 11. 


a . bp 16. 
° Saal literature hns been kindly provided by the General Manager, Common- 


stralia. : à 
— Bank of * the Royal Commission on Monetary and Banking Systems in 


Australia, 1997, p. 222. 


ibe ak 





402 INDUSTRIAL FINANCE IN INDIA 

or the State Government was considered by them to be the 
appropriate body to set up the necessary machinery. Accordingly 
the Commission recommended that, with the assistance of the 
Commonwealth Bank, the Governments should investigate the 
problem of establishing such a machinery to cater for the financial 
needs of the small concerns in secondary industries.’ 

No new institution was, however, established. To give 
effect to this recommendation of the Commission, an Industrial 
Finance Department was created within the Commonwealth 
Bank of Australia on 2nd January, 1946 under the provisions 
‘Part XD of the Commonwealth Bank Act, 1945-53. The accounts 
and transactions of the Industrial Finance Department have 
been kept separate and distinct from those of the other 
departments of the Commonwealth Bank. 

As a special machinery for providing long-term industrial 
finance, the Australian experiment is unique and offers a 
remarkable contrast to the institutions we have studied before. 
While the Bank of England participated partially in the share 
capital of the I. C. F. C. and the F. C. I. and the Bank of 
Canada entirely owned the Industrial Development Bank, which 
was in fact its subsidiary, the Central Bank of Australia opened 
a special Department of its own to perform the same functions. 
Tt is an interesting innovation in the domain of industrial bank- 
ing and the progress of the experiment will be carefully watched 
not only within Australia but also outside it. There is no other 
Central Bank which has taken a more direct part in the provision 
of industrial finance. 

The Industrial Finance Department has been placed under a 
General Manager who, under the Act, is appointed by the 
Governor-General and will hold office for a period not exceeding 
seven vears but will ke eligible for re-appointment.* As the 
Department is an integral part of the Commonwealth Bank, the 
Governor of the Bank will be ultimately responsible for its opera- 
tions. Subject to this, management has been vested in the 
General Manager. The General Manager is envisaged as “" a man 
thoroughly equipped with a knowledge of industry and finance, 


capable of developing a specialised technique of industria] 
banking." * 


i Ibid., ñ 528. À 
® Rec. 199 Ql). The Commonwealth Bank Act, 1045-58. 
e J. 8, G. Wilson in the Eastern Eéonomist, 20th November, 1946. 
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It has been laid down in the Act that the capital of the I. F. D. 
will be £4 million plus such sums as are paid to that Department 
under Sections 33 and 34." The capital is now £5.4 million. All 
profits are retained. The I. F. D. was established with an initial 
capital of £2 million, half of which was transferred from the Note 
Issue Department and half from other funds of the Bank 


The capital funds may be supplemented by advances from 
two sources. The Treasurer may make advances to the Bank for 
the purposes of the I. F. D. of such amounts and subject to such 
terms as may be agreed upon between himself and the Bank. 
He may also borrow money, under the Commonwealth Inscribed 
Stock Act, 1911-43, for the purpose of relending the proceeds to 
the I. F. D. The Commonwealth Bank has to pay to the 


Treasury out of the funds of the I. F. D. half-yearly interest on 
such advances,“ 


The I. F. D. may also obtain advances direct koi the Bank 
of such amount and subject to such terms and conditions as may 
be determined by the Governor, but the total amount of such 
advances not repaid shall not at any time exceed £1 million. The 
Commonwealth Savings Bank may also make advances to the 


Rank for use in the I. F. D., the amount and the terms to be 
determined by the Governor." 


Functions of the Industrial Finance Department : 


The functions of the Industrial Finance Department, which 
are exercised through two main Sections, the Advances and Loans 
Section and the Hire Purchase Section, are outlined in Sec. 124 
of the Commonwealth Bank Act, 1945-53, as follows : 


(1) To provide finance for the establishment and develop- 
ment of * industrial ° undertakings; and particularly small 
undertakings ; 


(2) To assist in the establishment and development of 
industrial undertakings '’ ; and 

(3) 10 provide advice on the operations of industrial 
undertakings with a view to promoting the efficient organisation 
and conduct thereof.* 

The Commonwealth Bank may further provide financial 
assistance through the Industrial Finance Department either by 

Bec, 126, The Commonwealth Bank Act, 1946.53. 


Eeo. 127. Ibid. 


1 
z 
3 Bec. 128 (1)+(2). The Commonwealth Bank Act, 1945-53, 
* Bec, 124 
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way of a loan or by direct investment in an undertaking (by 
purchasing, or otherwise acquiring shares and securities).' 
Since the inception of the Department, its principal function 
has been the provision of assistance for the development and 
expansion of industrial undertakings, particularly where small 
undertakings * are concerned, for which financial accommodation 
is not ordinarily available through banking or other channels. 
Finance granted needs to represent reasonably last resort lending 
for credit worthy undertakings which for various reasons have 
found it difficult to raise further capital, sufficient bank accom- 
modation or outside mortgage loans. Hotels, service stations 
and retail traders do not generally qualify.’ 


Financia! Methods : 


Financial assistance provided by the. Department is made 
available in one or more of the following forms, as best suited 
to the needs of the particular case: (1) fixed loan (mortgage or 
debenture), (2) hire-purchase finance, (3) subscription of capital 
to a company, (4) under-writing the issue of shares by a company 
or sharing in an undertaking, and (5) by such other means as 
may be appropriate to the particular case. Until 1953, the 
Department had also provided assistance in the form of an over- 
draft. As a result of subsequent amendments to the Common- 
wealth Bank Act accommodation is no longer provided by way 
of overdrafts; but advances are now being made mostly in the 
form of term loans, repayable over an agreed period.* The usual 
method of financing the acquisition of industrial equipment such 
as machinery, tractors, buses, trucks, ete., is through hire purchase 
agreements. As a general rule, the maximum terms on which 
the I. F. D. considers providing such type of finance is 80% of 
the net cash price of industrial plant (i.e., cost price minus 
usual discounts) at a flat rate of 4% per annum, repayable in 
twenty-four equal monthly instalments. 

As finance is necessary for both production and distribution, 
the Department often judiciously combined overdraft and hire- 

1 Sec. 125. . 

2 In announcing the establishment of the I. F. D. the Governor of the 


Commonwealth Bank had, however, spoken of both large and small industrial 
undertakings- 

3 2 A Note kindly fornished by the General Manager, I. F. D., Commonwealth 
Bank of Australia, Sth May, 1958, 

* 4 Source: Letter from the General Manager, I. F. D,, dated 80th May, 1958. 
Also Reporte and Balance-sheets, Commonweslth Bank of Australia, 30th Jone, 1953 and 


1954. 
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purchase accommodation to finance successively the manufac- 
turer, the distributor, the retailer and the individual buyer. 
Thus finance from one single source lubricated every link in the 
long chain from the producer to the ultimate consumer and faci- 
litates smoothness of operations between the various interests." 
It has been recognised that the activities of the Industrial 
Finance Department are of a specialised nature and the standards 
usually associated with bank loans will be inapplicable to loans 
furnished by it. Inability to provide full security based on 
normal banking standards will not necessarily exclude an under- 
taking from the purview of the Department. If the Department 
is satisfied that with some measure of assistance the undertaking 
has every prospect of success, it will not hesitate to extend its 


aid. ‘The Department has no rigid formula and handles each 


proposal on its merits. Proposals which are economically 
desirable and commercially justifiable are entertained. But as a 


general rule, as in the case of the British and Canadian 
Institutions, the Department insists upon the proprietors having 
a reasonable equity in the undertaking. Subject to this condition 
and provided the proprietors’ character, capacity and prospects 
prove to be satisfactory, every possibility is explored to shape 
the proposals in such a form that financial assistance can be 
rendered.2. The Department has on its staff not only persons 
‘* adequateiy experienced in the financing, organisation and 
conduct of industrial undertakings '’ but also production 
engineers, and qualified cost accountants whose expert advice 1s 
made available free of cost to borrowers.” The Department also 
consults from time to time industrial experts, particularly with 
regard to industries requiring specialised knowledge, and in 
respect of technical matters has already utilised to a great extent 
the services of the Secondary Industries Commission in the Post- 
War Reconstruction Department. 

Business Operations : 


Both the Sections of the Industrial Finance Department, 
the Advances and Loans Section and the Hire Purchase Section, 
have continued to meet the increasing demands for financial 

a Revort of the Commonwealth Bank of Australia, 30th June, 1946. 

s J. 8S. G. Wilbon, University of Canberra, The Eastern Economist, 20th 
* ee Aiea, — Me, Armstrong, General Manager, Industrial Finance Departmeat, 
dated Sth July, 1948. 
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assistance from a wide range of Australian industry. The 
industrial spread of the Advances Section comprised electrical 
manufacturing, foodstuffs and preservation, chemical products, 
transport, storage and communication, timber millers, builders 
and contractors, printing, gas, electricity, mining, etc. The 
following figures indicate the steady growth in the activity of the 
Section over the years ' :— 


(£°000—30th June) 


1955 1956 1957 1959 
8,736 9,762 10,163 10,111 


The activities of the Hire Purchase Section are restricted 
to financing, on hire purchase terms, the acquisition of producer 
goods only, such as machine tools, printing machinery, factory 
equipment, earth-moving machinery, farm tractors, agricultural 
implements, transport vehicles other than passenger motor cars, 
etc. In recent years the demand for most classes of goods 
financed by the section has been quite strong as will be evident 
from the total amount of finance provided for the purpose during 
the past three years *: 

(In million £) 


1955-56 1956-57 1958-59 
12.2 13.5 14.0 


Motor transport vehicles secured the highest percentage of total 
finance provided, agricultural tractors and machinery coming next 
in importance. 

Repayments are normally on monthly terms over a period 
well within the estimated life of the goods concerned. The 
charges are generally lower than those normally required by out- 
side finance houses. The basic rate is 43% p.a. flat with a 
concession to primary producers. Deposits required from the 
customers vary according to the type of goods but may be regarded 


basically as between 25% and 334%.’ 


The establishment of the Industrial Finance Department 
appears to be amply justified by events. 


i Reports and Balance-sheets, Commonwealth Bank of Australia, 1954, 1955, 1056, 
1957 and 1959. 

2 Ibid. 8 | 

3 Source: A Note on the Hire Purchase Section, Commonwealth Bank of 
Australia, kindly furnished to the writer by the General Manager, Industrial Financo 
Department 5 Commonwealth Bank of Australia. ge ie i 
à . 
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CHAPTER III 
THe INDUSTRIAL FINANCE CORPORATION OF INDIA 


Towards the end of the Second World War, once again, 
attention had come to be focussed on the problem of industrial 
finance in India. The problem indeed assumed not only a 
peculiar importance but also an altogether new aspect. Re- 
conversion of industry from a war-time to a peace-time basis, 
re-equipment of industries by effecting replacements and arrears 
in plant repairs, modernisation, extension and reorganisation of 
whole industries, planned development of industries to assist in 
the attainment of a high level of stable employment—all these 
factors tended to bring to the foreground the question of 
establishing a special Institution for the adequate provision of 
financial facilities. After Independence, the question came 
to acquire a new significance and urgency. In their statement on 
Industrial Policy issued by the Government of India on April 21, 
1945, with reference to their plans for the future industrial develop- 
ment of the country, it had been revealed that the question of 
promoting an Industrial Investment Corporation or some such 
institution was under careful examination. The decision was 
subsequently reached in the General Purposes Committee appoint- 
ed by the Planning and Development Department that the subject 
should be examined by the Finance Ministry in consultation with 
the Reserve Bank of India. In implementing the decision the 
Reserve Bank of India framed a Bill for establishing an Indus- 
trial Finance Corporation to provide medium and long-term 
credit to industrial undertakings in India where recourse to com- 
mercial banks and capital issue channels was considered inappro- 
priate. As we have seen before, similar considerations for 
financing post-war industrial reconstruction had already impelled 
a number of countries to establish such special financial 
machineries. The post-war developments in the field of indus- 
trial finance made a profound appeal to the framers of the legis- 
lation and the Indian Institution was sought to be modelled on 
similar lines. It will be interesting to examine the structure, 
organisation and functions of the Indian Institution in 

i 
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the context of these other post-war experiments in, industrial 
banking. The review of the activities of the foreign institutions 
that has been made before will also help us to draw lessons, if 
any, in respect of policies and financial methods to be adopted 
by our Institution. 

The Bill for the establishment of the I. F. C. was intended 
to be introduced in the Legislative Assembly by Sir Archibald 
Rowlands in the Budget Session of 1946 but it could not be done 
on account of the heavy legislative programme. It was brought 
in during the autumn session of the same year but could not be 
proceeded with owing to the pressure of legislative business as 
well as the impending constitutional changes. The Bill, “ an 
orphaned and abandoned child," was subsequently adopted by 
the Hon. Sri R. K. Shanmukham Chetty, Finance Minister of 


Free India, but not before it had been ‘‘ suitably treated ° and 
reformed,” ' 


The Act establishing the Industrial Finance Corporation of 
India received the assent of the Governor-General on 27th 
March, 1948. The Corporation has been established ‘‘ for the 
purpose of making medium and long-term credits more readily 
available to industrial concerns in India, particularly in circum- 
stances where normal banking accommodation is inappropriate 
or recourse to capital issue methods is impracticable.’’* An 
‘‘industrial concern’’ under the Act was originally defined to mean 
any public limited Company or co-operative society incorporated 
by an Act of the Legislature and registered in India and 
engaged in the manufacture or processing of goods or in mining 
or in the generation or distribution of electricity or any other 
form of power. By subsequent amendments of the original Act 
the scope of the Corporation has been widened by including new 
concerns, the hotel industry and shipping companies within the 
purview of its assistance. The Law of its Canadian prototype, 
the Industrial Development Bank of Canada, had expressly 
provided for * assistance for the building of ships’. But it can- 
not lend to trades or services. The British I. C. F. C., however, 
‘renders assistance to the shipping and other transport services. 
Hotels, again, are not generally eligible for financial assistance 


t The Hon. Sbri R. K. Shanmukham Chetty speaking on the i PELTI 
tbo Industrial Finance Corporation Bill e Se Select Committee. Leg Assembly 
; 1. I, No. 5, 21st November, 1047, islative 
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Pies the dustrial Finance Department of the Commonwealth 
Bank of Australia. 

The amendment relating to shipping companies raises one 
important question. Does it authorise the Corporation to 
provide financial assistance for the building of ships or 
assistance to shipping services only? Sir Shanmukham Chetty 
had definitely stated in the Central Legislature that the Indian 
Corporation like the British I. C. F. C. should not be allowed to 
extend its facilities to a shipping company running a service." 
The point requires clarification. If it is entitled to render its 
aid to shipping services, why should not its scope be further 
broadened by authorising it to assist other transport services—air 


transport, electric train services, underground railway services, 
etc. ? 


Capital Structure : 


The authorised capital of the Corporation has been fixed at 
Rs. 10 crores, divided into 20,000 fully paid-up shares of 
Rs. 5,000 each. In the original Bill of 1946, the share capital of 
the Corporation was fixed at Rs. 5 crores divided into 2,000 
shares of Rs. 25,000 each which was to be fully paid up. The 
Select Committee raised the capital to the present figure of 
Rs. 10 crores and reduced the face value of the shares. The 
increase in the capital is calculated to raise the lending capacity 
of the Corporation while the reduction in the face value of the 
shares has made them less unwieldy and more easily marketable. 
Of the capital issued in the first instance it was provided that the 
Central Government and the Reserve Bank would each subscribe 
for 2,000 shares, scheduled banks would subscribe for 2,500 
shares ; Insurance companies, investment trusts and other similar 
financial institutions for 2,500 shares ; and co-operative banks for 
1,000 shares. The capital structure of the Indian Corporation is 
to be distinguished from that of the British F. C. I. and I. C. F. C. 
as well as of the Canadian I. D. B. in the sense that it is not 
wholly owned by the Central Bank like the latter nor independent 
of state-ownership and control like the former. The Central Bank, 
as in these cases, has no doubt an interest in the share capital 
of the Indian Corporation but the State in addition is a part 
shareholder. If the British institutions had been conceived and 


1 Legislative Assembly Debates, 10th February, 1948, 
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started under the auspices of the Labour Government, it is 
difficult to say whether their capital structure would not have 
éssumed a different complexion. As it is, with the nationalisa- 
tion of the Bank of England, the State may be said to have 
acquired an interest in the share capital of the two British 
Corporations. The Indian Institution under fhe Act will be 
owned by the Central Government and the Reserve Bank, con- 
sortiums of scheduled banks, investment trusts and insurance 
companies and co-operative banks in the proportions of 40, 50 
and 10 per cent. respectively. It should also be noticed that the 
framers of the Bill establishing the Indian Industrial Finance 
Corporation were very much influenced by the British precedents. 
But they have not chosen to model the Indian Institution exclu- 
sively on one of them. ‘Thus in the capital structure features 
have been borrowed partly from the F. C. I. and partly from the 
I. C. F. C. In respect of shareholdings by joint stock banks the 
Indian Instituticn follows the I. C. F. C. but it resembles the 
F. C. I. in that institutional investors like insurance companies 
have been included as shareholders. 

r It was laid down that no institution should be allotted 
more than 10° of the shares reserved for the class of institutions 
to which it belonged. If any of the shares remained unallotted, 
they should be subscribed for by the Reserve Bank and the Central 
Government in such proportions as might be agreed on between 
them. The shares acquired by the Reserve Bank and the 
Central Government in this manner might be disposed of to 
scheduled banks, insurance companies, investment trusts or co- 
operative banks to which the shares of the Corperation were trans- 
ferable in accordance with regulations.‘ The shares of the 
Corporation, it should be mentioned, are not transferable 
except te the Reserve Bank, the Central Government, any 
echeduled bank, any insurance company, any investment trust 
or any other like financial institution or any co-operative bank. 
The position regarding the distribution of shares at the end of 
June, 1959, was as follows -—-Central Government—2,000 


> phares: Reserve Bank of India—2,054 ; Scheduled Banks—2,405 : 





Tnsurance Companies—2,596 (since 1956 2,346 shares have been 
vested in the Life Insurance Corporation of India); and Co- 
operative Banks—945.* 


Act, 1948, 
2 Sec. 4 (3)—(7). The Industrial Finance Corporation r 
2 Bleventh Annual Report of the Tho Industrial Finance Corporation, 1959, p. 14. 
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The capital structure of the I. F. C. has been the subject of 
comment and unfavourable criticism from many quarters. In 
Indian Parliament there was much heated discussion over the 
question whether the Corporation should be a wholly state- 
owned institution. Recent experiments in this sphere have 
nowhere contemplated complete state-ownership. The F. C. I. 
and the I. C. F. C. have supplied the main inspiration for the 
formation of the Indian I. F. C. but the Socialist Government 
in Britain did not subject them to state-ownership. In 
every case, however, the close ¢o-operation with the central and 
commercial banks has been unequivocally stressed. The central 
bank has its finger on the economic pulse of the country and 
commercial banks having intimate and continuous relations 
with their customers are the best references for their solvency 
and creditworthiness. We are not suggesting for a moment, 
however, that we are not in favour of the state-owned institution. 
Special institutions for financing industries have invariably been 
started under the auspices of the State and in many instances in 
the past the State had subscribed either wholly or in part to their 
capital. Among the industrial mortgage banks started in the: 
nineteen twenties, the Saxon Mortgage Bank was wholly owned 
by the State while the National Hungarian Industrial Mortgage 
Institute wes partly so owned. The Reserve Bank of India has 
been nationalised and the Imperial Bank of India has also 
been brought under public ownership. It has been further 
provided that the Central Government may acquire the shares 
held by shareholders other than itself and the Reserve Bank, if 
it so decides at any time, by paying an amount equal to the paid- 
up value of the shares together with a premium calculated at the 
rate of 1% of the paid-up value for every year from the date of 
issue to the date of acquisition, subject to a maximum of 10%." 
With the nationalisation of Life Insurance Companies and the 
establishment of the Life Insurance Corporation in which 2,346 
shares out of a total of 2,596 shares subscribed by Insurance Com- 
panies has vested, for all practical purposes the Corporation has 
become a state-owned and state-controlled Institution and is. 
remarkable in that while retaining state-ownership, it appears to 
be an admirable technical device for facilitating the employment 
of the resources not only of the insurance and trust companies 


1 Seo, 36. The Industrial Finance Corporation Act, 1948. 
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but also of the large banks in the medium and long-term financing 
of industry without any risk to the depositors. 
; The capital structure of the Corporation has been criticised 
in some quarters as affording no opportunity to private indivi- 
duals to become its shareholders.* But individual shareholders 
‘ire not necessary for this type of institution. Neither in the 
British nor in the Canadian experiment, there is any provision 
for allotting shares to private individuals. It has been contended 
that the distribution of the Corporation's shares on the widest 
possible basis and reduction of the denomination of the shares 
coupled with the limitation of individual shareholdings would 
have made the Finance Corporation a truly public institution and 
free from the risk of being exploited by a particular group or 
section for its own interests. But similar provisions did not 
prevent in the case of the Reserve Bank of India the concentra- 
tion of shares in the hands of a small number of persons and that 
in a particular province. It was-well on its way to lose its 
status of a public institution.” The aim of the legislation 
establishing the Corporation has been to restrict deliberately the 
< shareholdings to institutional investors as against individual 
investors. The constitution has been framed in such a manner 
that the Cerporation will not become the monopolistic concern 
of any group of individuals. — Effective control over the Institu- 
tion has been sought to be secured in various ways, by the 
composition of the Board and by providing that the Government 
can issue directions to the Board on questions of policy about 
which it shall be the sole judge. The device of restricting the 
shareholdings to some special categories of investors will enable 
the State to bring to its service under its control the experience 
gained by private captains of industry.” 
The adequacy of the capital structure in the context of the 
need for a large-scale and rapid industrial development of the 
country has also been questioned. It has been argued that even 
with the use of its borrowing powers, the resources of the 
Corporation will be very meagre and totally inadequate for 
securing the rapid industrialisation of the country. It will 
have a paltry amount of Rs. 50 crores where hundreds of crores 


‘ D. R. Samant in Commerce, 15th February, 1947, p. 296. 
i Ses eid present writer's A Survey of Contemporary Banking Trends, pp. 60-61. 
s The Hon. R. K. Shanmukham Chetty, Legislative Assembly Debates, Vol. I, 
nto. 6, lah November, 1947, end Vol. I, No. 10, 10h February, 1948. 
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are required." But this attitude entirely misconceives the 
functions of the Corporation. It is never intended that the 
Corporation will pour out its funds for every category of industry 
or for every type of its needs. The State will be responsible for 
financing a considerable amount of industrialisation. The 
Corporation is designed to assist certain categories of industry 
only when they are unable to raise additional capital in the open 
market, capital which is vital for their expansion, modernisation 
or reorganisation. Normally all the requirements of capital are 
expected to be raised from the market and those of current 
finance from the commercial banks. <A centralised Corporation 
of the type of the I. F. C., commanding 40 or 50 crores of 
rupees as its resources, can well finance industries which haye 
got a capital of Rs. 700 or Rs. 800 crores.’ It may also be pointed 
out that the Corporation can augment its resources by borrowing 
from the Reserve Bank and the Central Government and by raising 
loans in foreign currency. The original Act has already been 
amended so as to enable the Central Government to guarantee 
foreign loans which the Corporation may seek to raise, like those 
from the International Bank for Reconstruction and Development. 
The scope of borrowing powers has also been increased by raising 
the original ratio between bonds and debentures of the Corporation 
and its paid-up capital and reserve from 5% to 10%. 


Government Guarantee : 


Tt has been provided that the shares of the Corporation will 
be guaranteed by the Central Government as to both repayment 
of principal and payment of the annual dividend at such mintmum 
rate as may be fixed by the Government by notifications in the 
Gazette at the time of issuing the shares.* In the same manner 
the bonds and debentures of the Corporation have been guaranteed 
by the Central Government in respect of the repayment of 
principal and payment of interest at such rate as may be fixed 
by the Central Government on the recommendation of the Board 
at the time of the issue of those bonds and debentures. The 
Central Banking Enquiry Committee had recommended a 
guarantee of interest on the bonds to be issued by the future 
Finance Corporation but it was a limited guarantee in that the 


1 The Hon. Shri R., K. Shanmukham Chetty, Legislatice Assembly Debates. 
2 Sec. 5. The Industria! Finance Corporation Act, 1915, 
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guarantee was to be applicable to the first issue of the bonds or 
to a certain period of the currency of the bond issue. Such a 
limited guarantee has various drawbacks and the Government 
has been weil advised not to limit the guarantee in this manne. 
These bonds and debentures may be issued and sold by the 
Corporation for the purpose of raising its working capital. But 
the total amount of bonds and debentures issued and outstanding 
and of the contingent liabilities of the Corporation in the form of 
guarantees given by it or underwriting agreements was originally 
fixed at not more than five times the amount of the paid-up share 
capital and reserve fund of the Corporation.* In the case of almost 
every kind of financial institution which is empowered to issue 
bonds, limitations have invariably been placed upon the bond issues. 
The underlying idea in providing for such limitations is the pre- 
vention of excessive issue of bonds and the guarantee of the security 
of the bondholder. In the case of commercial banks the risks of 
depositors are likely to increase fast with every diminution in the 
ratio between capital and deposits. In the case of such institu- 
tions with every increase in the proportion of bonds issued to 
capital, the element of safety will grow smaller. But it does not 
follow that the ratio has to be fixed at much too low a figure. 
That would stand in the way of the Institution obtaining sufficient 
funds to fulfil its functions. The Central Banking Enquiry Com- 
mittee guided entirely by the opinion of Dr. Jeidels, one of the 
‘* Foreign Experts ° who were assisting the deliberations of the 
Committee, had. recommended the adoption of the ratio of 2:1. 
In this respect the attitude of the Banking Committee was un- 
necessarily conservative. A higher proportion would not only be 
not unsouni but even necessary. It has often been suggested by 
us that the bond issues should not be less than ten times the 
‘amount of share capital plus reserves. It is very satisfactory to 
note that the suggestion has been adopted by the Government in 
a recent amendment of the Act. 


» 


Deposits as a Source of Funds : 


Besides share capital and bond issues, the Corporation 
has another source of funds. It has been empowered to accept 
deposits from the public repayable after the expiry of a period 
which shall not be less than five years from the date of the making 
of the deposits. But the total amount of such deposits has been 


i See. 21 (1), The Industrial Finance Corporation Act, 1948, 
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limited to Rs. 10 crores at any time.’ In this respect the framers 
of the Act appear to have been influenced by the views of the 
ludian Central Banking Enquiry Committee who favoured the 
idea of the Provincial Corporations proposed by them receiving 
long-term deposits. This is no doubt an encroachment on the 
domains of commercial banking and as such, mortgage institutes, 
whether industrial or otherwise, have generally been prohibited 
from receiving deposits. The British F. C. I. which has supplied 
the model for the Indian Corporation does not accept any deposits 
from the public. The Japanese Industrial Bank received deposits 
on current, fixed and savings accounts but it was a hybrid institu- 
tion. It will be recalled that some industrial financing institu- 
tions started in the post-depression period were empowered to 
accept deposits. The Indian Institution, as we shall presently see, 
is not a pure industrial mortgage bank ; and as the deposits are 
pretty long-term, and there has also been placed an upper limit 
on the amount, competition is not likely to be very keen with 
the existing commercial banks. As such, the provision will enable 
the Corporation to augment its resources to a considerable extent. - 
But the latest balance sheets do not show that it has received any 
fixed deposits. 


Scope of the Corporation : 


The object of the Act establishing the Corporation has a 
restricted scope. It is not intended to meet the financial require- 
ments of basic and nationalised industries but only to provide 
finance for the needs of private industry. ‘’ The object is to 
set up a Corporation for the purpose of financing large-scale 
industries in our country. > Basic industries have thus been 
excluded from its purview and in this respect it constitutes an 
important departure from the line of business of the British F.C.1. 
It will be recalled that the basic industries were expected to 
become its best customers. The steel industry had actually 
utilised its facilities. It is owing to the process of nationalisation 
that its business actually came from other sources. The exclusion 
of nationalised industries from its purview is understandable. 
Many writers have failed to grasp the limited scope of the Indian 


4 Seo, 22, The Industrial Finance Corporation Act, 1945. 

1 The Hon, Shri R, K. Shanmukham Chetty, Legislatice Assembly Debates, 
20th November 1047, p. S84, 

s Ibid, 
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Corporation in this respect and have made irrelevant suggestions 

Corporation should assign the highest priority to basicthat the 
industries.’ Basic industries are simply not included within its 
scope. As regards private industry again, the Corporation will be 

interested only in public limited companies and co-operative 
societies incorporated by an Act of the Legislature. Neither the 
Canadian Lodustrial Development Bank nor the British T. C. F. C. 
has excluded partnerships or private limited companies. In fact, 
the British I. C. F. C. is particularly interested in private limited 
companies though its assistance is not confined to them alone. 
Partnerships and private limited companies have been excluded 
possibly because the Corporation will finance chiefly large-scale 
undertakings but these types of industrial concerns are likely to 
need most the assistance of the Corporation. The Hon. Finance 
Minister expressed his concern for the financial needs of small- 
scale industries and promised to persuade the provinces to set up 
industrial finance corporations for small industries. But he had 
not a word for medium-sized industry. The financial problems 
of medium-sized industry in India are as acute as those of the 
smaller sized industry. In their anxiety to ensure that the 
Corporation should encourage industrial ventures to be started 
by public corporations, the sponsors of the legislation have 
ignored entirely the potentialities of partnerships and private 


limited companies in a scheme of industrialisation of the 
country. 


BA 


Business transactions: 


The Corporation has been authorised to carry on and 

transact the following kinds of business * :—~ 

(1) guaranteeing, on such terms and conditions as may be 
agreed upon, loans raised by industrial concerns which— 
(a) are repayable within a period not exceeding 25 

years ; 
(+) are floated in the public market ; 

(2) underwriting the issue of stock, shares, bonds or 
debentures by industrial concerns ; 

(3) receiving in consideration of the services mentioned in 
(1) and (2) above such commission as may be agreed 
upon ; 

1 Articte by Mr, N. A. Sarma in Commerce, 6th December, 1017, p. 1018. 
a Sec, 25. The I. F. O. Act, 1948 (As modified up to April, 1966), 
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(4) retaining as part of its assets any stock, shares, bonds 
or debentures which it may have to take up in fulfil- 
ient of its underwriting liabilities, so that it disposes 
of the stock, shares, bonds or debentures so acquired 
as early as practicable and in any case within a period 
of seven years from the date of such acquisition, except 
with the permission of the Central Government (1955 
Amendment) ; 

(5) granting loans or advances to, or subscribing to 
debentures, of industrial concerns, repayable within a 
period not exceeding 25 years from the date on which 
these are granted or subscribed to, as the case may be. 

No accommodation, however, shall be given under (1) and 
(5) above unless it is secured by a sufficient pledge, mortgage, 
hypothecation or assignment of Government or other securities, 
stocks, shares, or secured debentures, bullion, movable or 
immovable property or other tangible assets in the manner pres- 
eribed by regulations. 

The Corporation originally was not authorised to enter into 
any arrangement under (1) and (5) above with a single industrial 
concern for an amount equivalent in the aggregate to more than 
10% of the paid-up share capital of the Corporation but in no case 
exceeding Rs. 50 lakhs.’ The underlying object of putting such a 
limit on the accommodation that the Corporation may provide is 
to ensure diversification of the risks of investment. But this 
section was amended subsequently (1952) so as to raise the limit 
of the amount which the Corporation could lend to a single concern 
from Rs. 50 lakhs to Rs. 1 crore, on the ground that the original 
limit had heen found to be madequate.* The correlationship 
between the paid-up capital of the Corporation and the maximum 
permissible loan to a single concern which bad been earlier pro- 
vided for has also been done away with. But from the point of 
view of sound principles of industrial financing some such correla- 
tionship should have been retained. The wisdom of raising the 
limit for an individual coneern much too high is open to question. 
The Corporation will then be unable to diversify its risks of 
investments in a manner it should do. 


i Bee. Q4. The Industrial Finance Corporation Act, 1948, 
* Amendment of 1952, 
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Prohibited Business : 
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The Corporation has, under Sec. 26, been prohibited from 
(1) accepting deposits except as provided under the Act and 
(2) subscribing directly to the shares or stock of any company 
having limited liability.’ 

Although such prohibition does not affect the right of the 
Corporation to acquire any shares, bonds or debentures of a 
company having limited liability in fulfilment of any under- 
writing agreement entered into by the Corporation, yet it is 
calculated not only to restrict considerably the scope and service- 
ability of the Corporation but also to prevent it from pursuing 
sound methods of finance. 


Types of Business to be assisted : 


During the passage of the Industrial Finance Corporation 
Bill in the Indian Parliament, there was a good deal of contro- 
versy over the types of business which the Corporation would be 
authorised io help. The assistance to be furnished by the Corpora- 
tion has been confined to industrial concerns engaged in the 
manufacture or processing of goods or in mining or in the genera- 
tion or distribution of electricity or any other form of power. 
The Bill even when retouched by the Select Committee did not 
envisage any other form of power except electricity and as such 
inevitably aroused criticism.* The expression ** any other form 
of power ' was added as a result of an amendment moved in 
Parliament by Mr. K. Santhanam, so that the assistance of the 
Corporation might not be confined to electricity but could be 
extended to gas companies and perhaps in course of time to 
atomic power.” The clause before the amendment resembled the 
corresponding section in the Canadian Industrial Development 
Bank Act except that assistance for ‘‘ the building of ships ” 
was expressly provided for in the Canadian legislation. But 
the Finance Minister pointed out in the course of the debates 
that the expression ‘* goods *’ in the Indian Bill covered ship- 
building concerns which would certainly have the benefit of the 
Corporation. The controversy was particularly focussed on the 
question whether the Corporation would be authorised to furnish 


1 Sec, 96, The Industrial Finance Corporation Act, 1946, 
è Prof. K. Shah, Legislative Assembly Debates, Dist November, 1047. 


® Legislatice Assembly Debates, 10th February, 1047, p. M47, 
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its assistance to ‘‘ services like shipping or other transport 
services." It will be recalled that the British I. C. F. C. ren- 
dered its aid to the services Transport, distribution, laundering, 
dyeing and other services figured in the list of the businesses 
assisted by it. But the Indian Corporation, it has been stated 
in Parliament, will not be allowed to extend its facilities to a 
shipping company running a service.* In this respect it appears 
to have followed the Canadian Industrial Development Bank 
which cannot lend to trades or services. As already observed, the 
original Act was amended in 1952 so as to make shipping com- 
panies eligible for financial assistance. 

The scope of the Corporation’s business has been widened 
hy some recent amendments of the original Act. By an amend- 
ment in 1957 it has been authorised to assist the hotel industry.’ 
For the first time the Corporation's activities have been sought 
to be extended to the field of “‘ services "’ as distinguished from 
industry. Tf it is allowed to assist the hotel industry, there is no 
reason why it should be debarred from assisting such services as 
transport, laundering, etc. This amendment is curious not only 
because the authorities had always asserted on the floor of the 
legislature that the object of the I. F. C. was to assist industries 
and not mere services but also because the amendment came at a 
time when in the context of the Second Five-Year Plan the demand 
for assistance from industry was much too pressing and on such 
4 scale that the Corporation with its limited resources was finding 
it extremely difficult to meet it adequately. 

By the same Amending Act of 1957 the Corporation was 
further empowered to enter into an altogether new field of acti- 
\ity, viz., guaranteeing of deferred payments by the importers of 
capital goods who would be able to obtain this concession from 
foreign producers of capital goods. Owing to the serious drain on 
India’s foreign exchange resources, severe restrictions have been 
imposed on all categories of imports from abroad. Importers of 
machinery have been asked to secure terms for deferred payments 
hefore they will be granted import licences by Government. 
Some of the foreign exporters have desired that the deferred pay- 
ment arrangements should be guaranteed by a responsible credit 
institution. Accordingly the Government decided in consultation 


t Lequtotice Assembly Debates, A⸗t November, 1947, p. 459. 
e Leewlatice Assembly Debates, 10th Febroary, 1948. 
~ The Industrial Finance Corporation Act (Amendment Act), 1937 Sec. 
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With the Board of Directors of the T. F. C. to amend the I. F. C. 
Act so as to vest in the I. F. C. the power to give such guarantees 
in appropriate cases. No such guarantee, however, shall be 
given without the prior approval of the Central Government. 

The guaranteeing of deferred payments for imported 
machinery is a very useful facility which has been eagerly sought 
for." Up to June, 1959, five schemes for guaranteed deferred pay- 
ments aggregating Rs. 4.31 crores were sanctioned. The main 
criteria that have been adopted in examining applications for 
guarantees are as follows :— 

(1) The Corporation must be fully satished in regard to the 
cost of the scheme, its soundness and feasibility, its national 
importance and its profit-earning capacity ; 

(2) the requisite licences have been obtained from govern- 
ment ; 

(3) there should be no prior lien or charge on the goods 
supplied or any other fixed assets of the concern which must all 
be mortgaged to the corporation. 

Among the more important terms and conditions that have 
been prescribed for the grant of such guarantees, the following 
may be mentioned : 

(1) Deposit with the Corporation of cash or government 
securities of an amount considered adequate ; 

(2) securities must be offered in the form of fixed assets 
to be mortgaged to the Corporation supplemented if necessary by 
approved personal guarantees ; 

(3) in the case of guarantees in foreign currency adequate 
arrangements must be made by the industrial concern to ensure 
the availability of foreign exchange to the Corporation for meeting 
the deferred payments to the supplier in the event of the Corpora- 
tion having to discharge its liabikitv. Satisfactory arrangements 
will also have to be made by the concern to cover the risk arising 
from exchange fluctuations ; 

(4) interest will be payable by the concern on the instal- 
ments which the Corporation may have to meet in implementation 
of the guarantee at the same rate as is applicable to loans advanced 


by the Corporation + 


1 Speech of the Chairman of the I. F. C. at the Ninth Annual General Meeting. 


ber. 1957. 
mál A Tenth Annual Report of the Corporation, June, 1958, pp. 6-7- 
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The guaranteeing of deferred payments being an entirely 
uncharted area into which the Corporation has embarked, the 
terms and conditions have had to be so strictly laid down. This 
particular line of activity, however, is not likely to expand 
considerably in the immediate future. The government is 
imposing severe restrictions on the issue of import licences based 
on deferred payment terms in view of the cumulative strain that 
: likely to be caused on the country’s foreign exchange position 
ater.’ 


Underwriting Business : 


he I. F. C. ever since its inception had restricted itself 
to the granting of loans only and had kept itself aloof from under- 
writing business which was permissible under the provisions of 
the original Act. It was in the year 1958 that the Corporation 
made its first venture into the field of underwriting. In that 
year the I. F. C. underwrote the issue of 64% redeemable and 
convertible debentures for Rs. 1.60 crores in syndicate with the 
I. CG. I. C. I. and L. I. C.* During the next year (1959) the 
Corporation jointly with two firms of stock and sbare brokers 
of Bombay again underwrote an issue of 74% redeemable 
preference shares for Rs. 50 lakhs. The Corporation's share of 
the commitment under the underwriting arrangement was 
Rs. 37.50 lakhs. But the issue being oversubscribed, the 
Corporation was not called upon to take up any shares." It is 
hoped that these underwriting transactions will be the fore-runner 
of many more in the future years. 


Safeguards : 


The rights of the I. F. C. in the case of default by a 
customer company have been well safeguarded. In such circum- 
stances the Corporation has been empowered to take over the 
management of the concern and to sell and realise the property 
pledged. mortgaged, hypothecated or assigned to it. It is 
usual for such institutions to be surrounded with special privileges 
and safeguards. The industrial mortgage banks established in 


u Chairman's Speech at the Eleventh Annual General Mecting of the Corporation 
1959, p. 7. 
Tenth Annual Report of the T. F. C., 1958, p. 6. 
3 Bleventh Annual Report of the I. F, C., 1959, p. 4. 
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the inter-war period were endowed with the right to take drastic 
proceedings against delinquent borrowers. Their records were 
frequently regarded to constitute indisputable evidence and the 
courts had to give their decisions swiftly and summarily. The 
Hungarian Industrial-Mortgage Institute, it will be recalled, had 
the right to be appointed ** sequestri curator."* ' 

Sweeping powers have been granted to the Corporation 
to press for repayment of any loan or advance that it may 
have granted to an industrial customer before the agreed period.’ 
In cases where the industrial concern has failed to comply with 
the terms of its contract with the Corporation, where it has 
furnished false or misleading information on any material parti- 
cular, where the mortgaged property has not been kept insured or 
has depreciated in value by such an extent that in the opinion of 
the Board further security should be given to its satisfaction and 
further security to the Corporation has not been furnished, where 
machinery, plant, or other equipment forming part of the security 
or otherwise is removed from the premises of the business 
without being replaced, and finally where for any reason it 
is necessary in the opinion of the Board to protect the 
interests of the Corporation, the latter may by notice require 
tull repayment at once. If the industrial concern, however, 
fails to comply with the demand for immediate repayment, 
any officer of the Corporation who may be authorised in 
this behalf by the Board may apply to the District Judge 
tor an order for the sale of the mortgaged property or for 
transferring the management of the industrial concern to the 
Corporation, or for an ad-interim injunction where it is appre- 
lended that machinery and equipment are being surreptitiously 
removed from the premises of the industrial concern. The Judge 
shall in such cases pass an ad-interim order of attachment or an 
ad-interim injunction as the case may be. If no cause is shown 
on or before a date specified by the Judge, he shall forthwith 
make the order absolute and direct the sale of the attached property 
or transfer the management of the business to the Corporation or 
confirm the injunction. If cause is shown, the Judge will pro- 
ceed to investigate the claim of the Corporation and give his 
decision accordingly.” 


1 See above. 
2 Aec. %2. The Industrial Finance Corporation Act, 1948. 
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Disposal oj Profits : 


It is essential that such institutions should build up an 
adequate reserve fund. The Corporation must be run on strictly 
business lines. The authorities of the Industrial Mortgage Bank 
of Saxony stressed the fact that it was not a welfare institution 
and no atternpt is being made to-day to run the British F. C. I. asa 
philanthrophic institution. At the same time, it must be made 
clear that the Corporation is not intended to earn extravagant 
profits. It has been expressly provided that the Corporation shall 
establish a reserve fund. After making provision for bad and 
doubtful debts, depreciation of assets and all other matters which 
are usually provided for by bankers, the Corporation may out of 
its net annual profits declare a dividend. But so long as the 
Reserve fund is less than the paid-up share capital of the Corpora- 
tion and until all sums paid by the Government by way of 
guarantee on principal and interest of the Corporation’s share 
capital and debenture issues have been repaid, the rate 
of dividend must not exceed the rate guaranteed by 
the Government on the Corporation's share capital. 
Under no circumstances, however, any such dividend exceeding 
the rate of 5% per annum and if in respect of any financial year 
the reserve fund becomes equal to the share capital of the Corpora- 
tion there is, after declaring a dividend at that rate any surplus 
in the net profits such surplus shall be paid to the Government.’ 
But the surplus should have been better allowed to be used to 
augment the reserve fund. 

Tt has been further provided that all dividends accruing on 
the shares of the Corporation held by the Central Government and 
the Reserve Bank shall instead of being paid to them be credited 
to a speciai reserve fund until the aggregate of the sums so credited 
exceeds fifty lakhs of rupees. 


Management : 


The general superintendence and direction of the affairs and 
business of the Corporation was originally entrusted to a Board of 
Directors which with the assistance of an Executive Committee 
and a Managing Director exercised all powers and did all acts 
and things which might be exercised or done by the Corporation. 


1 Seq, 52. 
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The executive committee and the managing director have been 
removed from the organisational set-up as a result of the 
recommendations of the I. F. C. Enquiry Committee which was 
appointed to examine the various charges of nepotism and 
favouritism which were levelled against the Corporation. A 
serious defect of the organisation had consisted in the absence 
of a wholetime paid Chairman. It was also contended that the 
Executive Committee had become an absolute authority usurping 
the functions of the Board of Directors which merely rubber- 
stamped the decisions of the former without taking the trouble 
of going into the merits of each case. 

The L’xecutive Committee has now been replaced by a 
Central Committee and a wholetime salaried Chairman of the 
Board, holding office for three years and being eligible for re- 
appointment, has been provided for. The Board in discharging its 
functions shall act on business principles and pay due regard to the 
interests of trade, industry and the general public. But sweep- 
ing restrictions have been imposed on the Board and controlling 
powers have been placed in the hands of the Government. 

In the discharge of its functions, the Board shall be guided 
by such instructions on questions of policy as may be given to 
it by the Central Government. If any dispute arises between 
the Central Government and the Corporation as to whether a ques- 
tion is or is not a question of policy, the decision of the Central 
Government shall be final. The Government has been empowered 
to supersede the Board if the Board fails to carry out the instruc- 
tions on the questions of policy laid down by it.’ 

The Corporation may appoint from time to time one or more 
Advisory Committees with a view to assisting it in the efficient dis- 
charge of its functions. 

The Board of Directors at present consists of the following? :-- 


(1) A Chairman to be appointed by the Central Government 
after consultation with the Board ; 

(2) Four directors nominated by the Central Government ; 

(8) Two directors nominated by the Central Board of the 
Reserve Bank ; 

(4) Two directors elected by the scheduled banks who are 
shareholders of the Corporation ; 


1 Bee. 6 (1)—(5). 
2 Sec. 10 (1) (a—e). 
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(5) Two directors elected by the shareholders of the Corpo- 
ration other than the Central Government, the Reserve 
Bank, the scheduled banks and co-operative banks ; 

(G) Two directors elected by the co-operative banks who are 

shareholders of the Corporation. 

Normally an elected director will hold office for four years 
and a nominated director during the pleasure of the authority 
appointing him. Directors are allowed to become directors of 
private industrial concerns or financial institutions. But as a 
safeguard it has been provided that no director shall vote on any 
matter concerning an industrial concern in which he is directly 
or indirectly interested.’ 


i Sec, 17 (4). 





CHAPTER IV 


The Industrial Finance Corporation of India—A Critical 
Appraisal of Twelve years of its Working. 


= The Industrial Finance Corporation of India completed its 
twelve years of working in June, 1960. It is worth while to make 
an attempt to review its activities during the last twelve years so 


that the lacunae, if any, in its organisational set-up and policy 
matters may be high-lighted. 


Criteria applied in sanctioning loans : 


During the last twelve years of the working of the I. F. C. 
the following procedure has been adopted in sanctioning its loans. 

The schemes put forward by the industrial concerns 
applying for assistance are examined in their technical as well 
as financial aspects. Field investigations are carried on by the 
officers of the Corporation who are asked to inspect the factory 
and report on various points. But the Corporation does not 
yet possess its own staff of technical experts. It seeks the 
necessary technical advice with regard to the schemes from the 
Ministry of Industry and Supply and the Council of Scientific 
and Industrial Research. 

The financial aspects of the schemes are scrutinised with the 
same care as the technical aspects. The requirements of the 
borrowing concern in respect of land, building and machinery 
are thoroughly examined with a view to finding out whether with 
the aid furnished by the Corporation, the company will be 
comfortable in financial matters. 

Conforming with a recent directive from government, the 
Corporation has to take into account the capital structure and 
outside investments of the borrowing company. Another 
criterion that has guided the Corporation has been whether the 
industrial concern applying for a loan will be able to make a 
contribution to the economic life of the community. 

The loans advanced by the Corporation have generally been 
made against a first mortgage of the fixed assets of the companies, 
such as land, buildings, plant and machinery. The Corporation 
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has no intention of competing with the commercial banks with 
regard to the provision of working capital. As a rule no 
advances are granted against hypothecation of stocks of raw 
materials and finished goods. The rates of interest charged by 
the Corporation varied from 5% to 54% per annum till February, 
1952, with a rebate of 4% if the interest and the instalments of 
principal were paid on due dates. From February, 1952, the rate 
of interest was raised to 6%. The Corporation's lending rate 
has now been raised to 7% with the usual rebate of 494. This 
increase in interest rate was inevitable because the Corporation 
had to raise funds at higher rates of interest. The Bank rate had 
been raised and the whole structure of interest rates was rising. 
The situation in the past with low and stable bank rates was 
entirely different. Now that the Bank rate is being increased 
and with it the other money rates of interest, the I. F. C. has 
to pay higher interest rates on its own borrowings. In the 
circumstances it may be suggested that the I. F. C. should adopt 
the practice of contracting to vary with the bank rate, the rate 
of interest charged by it. 


Margins : 


The question of security margins on the loans granted by 
the Corporation may be considered in this connection. In grant- 
ing its loans the Corporation has to maintain a margin of at 
least 50% of the estimated value of the mortgaged property. 
We think that the value of the security is only one of many 
considerations—and that too varying from one individual case to 
another—which should form the basis of the Corporation s 
decisions to make a loan. Past records, earning capacity, 
character, background and experience of management, market 
prospects and several other factors must affect appreciation of the 
security offered. Thus there should not be any hard and fast rules 
covering the extent of the security required against the loan. Sach 
is the practice with the British I. C. F. C. and F. C. I? and 
the Indian Institution should do well to take note of it. 

With a view to safeguarding the loans granted by the 
Corporation, it has required a guarantee, joint and several, of the 
loans by the Directors; it has reserved the right to itself to 


t Letters to the present writer from the General Managers, I. C. F. C. ani 
F. C. I., Ltd., dated dth and 5th May, 1949, respectively, 
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appoint two Directors to see that the affairs of the borrowing 
concern are prudently managed ; and finally it has stipulated that 
during the currency of the loan the dividend paid by the concern 
should be restricted to 6% per annum subject to variations with 
the consent of hoth the parties. 


Loan Period : 


The maximum period for the loans so far allowed is 15 years 
and has ordinarily been 12 years. The period allowed is much 
shorter than that permitted under the Act and is likely to prove 
a handicap to many concerns. Some deserving concerns will 
also be prevented from making use of the facilities provided by 
the Corporation unless the loans are made for a much longer 
period. The loans hitherto provided by the Corporation have been 
made only to new companies or companies planning extensions. 
As such, the payment of the first instalment has been postponed 
to the end of the second or third year. But the developmental 
stage is likely to be much longer and the concerns cannot be 
expected to repay the advances out of profits in so short a period. 
It is interesting to point out in this connection that the Inter- 
ational Bank has been extending loans for periods of 20 to 25 
years and the amortization begins in the fifth or sixth year. 
To our mind the better and sounder method of financing to be 
adopted by the Corporation in such cases, where some years 
would be required for development, is the taking up of redeemable 
preference shares with or without cumulative dividends. But 
for that the Act would have to be amended. 


Need of a Liaison or Technical I nvestigation Department : 


After the loan has been sanctioned, the Corporation arranges 
for periodical inispections. Such inspections are extremely 
valuable, for these would enable the Corporation to undertake 
supervision of the end-use of the loan; that is to say, to see how 
far the amount obtained -is being utilised for the purpose for 
which it is intended and how far the schedules of construction 
er expansion are being conformed, But what is essential for 
this purpose is the establishment of a Liaison or Technical 
Investigation Department on the lines of the British RO, F. C. 
The technical staff of the Corporation should be in close liaison 
with the borrowing concerns. Tt should not only carry on 
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periodical investigations into the working of the concerns and 
give timely warnings to the Corporation whenever symptoms 
of danger are discerned but should also make available for 
customers the benefit of their expert advice. The absence of 
such a department is a grave lacuna and the Corporation should 
take immediate steps to build up the necessary staff for such a 
department. Such a Liaison Department would function not 
only as a constant adviser and supervisor but also as a means of 
saving time. Much of the time that is wasted to-day by move- 
ments of files among various Government departments upon which 
the I. F. C. has to depend for technical advice would be saved 
by the creation of a Technical Investigation Department and help 
in expediting the disposal of loan applications. In making this 
recommendation it is not suggested for a moment that an elaborate 
technical staff should be built up immediately. What is suggest- 
ed is the building up of a nucleus staff to be expanded later on as 
occasion demands. The appointment of a consulting engineer 
was promised long ago but we are not aware if such an appoint- 
ment has been made. 


Need of an Economic Intelligence Section : 


Another major organisational defect of the I. F. C. which we 
have been stressing ever since the establishment of the Corporation 
consists in the absence of a Department of Economic Research 
and of an Economic Intelligence Section. While the correspond- 
ing British institutions have engaged the services of economists 
to advise and conduct economic research, the Corporation has not 
a single economist on its staff. Both the F. C. I. and I. C. F. C. 
have written to me to say how they are utilising the services of 
economists for the purpose of examining applications from an 
economic angle as well as for carrying on valuable research in 
all matters vital to their essential functioning. The establishment 
of an Economic Research and Intelligence Department would not 
only be of help in processing applications for loans in a critical 
and more effective manner but would also assist the customers 
of the Corporation. 

Ever since the formation of the I. F. C. we have been 
emphasising again and again in our books, articles and memo- 
randa that the I. F. C. should take steps to set up a Technical 
Investigation Department and engage an Economic Adviser or a 
Director of Economic Research and create an Economic Intelh- 

55—1982 B. 
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gence Section. It is indeed gratifying to us that the I. F. C. 
Enquiry Committee fully endorsed our recommendations in both 
these respects, even though they did not make any acknowledge- 
ment. The observations of the Committee are as follows—'* An 
expert technical personnel and an Economic Research Depart- 
ment are vitally necessary in the larger interests of the Corpora- 
tion. The appointment of this staff is urgently called for.” 

It would be entirely misleading to suggest that the Corpora- 
tion need not have an Economic Research Department as the 
Reserve Bank of India has already one and the Corporation can 
always have the fruits of its investigations. The economic 
research to be undertaken in the proposed scheme would be of an 
entirely different character and the customers of the I. F. C. also 
will benefit from the results of this research. As in the British 
I. C. F. C. the economists in this department will collect and 
prepare up-to-date information on trade, industry, monetary and 
financial matters, consumption, savings and investment; will 
give advice to the operational staff; will carry on economic and 
market research work; and will prepare economic and financial 
reports for the Chairman." 


Staff : 


The I. F. C. is not a commercial bank and should there- 
fore not be staffed entirely with commercial bankers. A capital 
bank like the I. F. C. requires personnel not inhibited by ortho- 
dox banking traditions. The permanent staffing of capital banks 
with commercial bankers would be a serious mistake and would 
defeat the very purpose for which such institutions are established. 
This principle too is supported by the Enquiry Committee which 
recommended that in nominating members of the Board, the 
Government should see that an economist, a managerial expert 
and a chartered accountant were included. It is also evident in 
the Committee's recommendations relating to the appointment of 
a full-time Chairman for the Corporation, that it is not enough 
to have an eminent banker as Chairman, as the Corporation 
should not be governed solely by a banker's outlook. The 
Chairman should be a man with mature experience in the field of 
production, management and finance. He should be assisted by 


3 Letter to the writer from the General Manager, T, C. F, C., dated 
Sh Jannary, 1949, 
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a General Manager and a Secretary in the day-to-day working of 
the Corporation; the overall policy and general superintendence 
of the Corporation should be the responsibility of the Board of 
Directors. 

There has been a great deal of controversy over the question 
of having active industrialists on the Board of the Corporation. 
There is an undercurrent of feeling that such directors would 
use their influence for obtaining considerable financial assistance 
on very liberal terms for their pet concerns, even though they 
might not be economically sound. The existing provisions in 
the Act are not sufficiently clear to prevent such misuse of the 
Corporation’s funds. A suggestion has therefore been made in 
some quarters that there should not be any industrialist on the 
Board of Directors of the Corporation. However, in a country 
like India, where industrial development at an accelerated rate is 
required, it would be desirable to have industrialists on the Board 
to advise the Corporation and help it to formulate its policies. 
We do not agree with the Enquiry Committee that any industrial 
concern in which a Director of the I. F. C. is a managing 
director, director, partner or shareholder, should not be eligible 
for the grant of a loan. That would either exclude top-ranking 
industrialists from the Board or prevent many well-managed and 
economically sound enterprises from obtaining assistance of the 
1. F. C. In both respects the procedure would cramp the indus- 
trial development of the country. The abuse of the Corporation's 
funds cannot be prevented by some rigid formula. It is only the 
growth of healthy traditions that will provide the necessary 
safeguards. 


Financial Methods—Equity Investments : 


Although the I. F. C. follows closely the pattern of the 
British and Canadian financial agencies, it has made important 
departures in respect of the forms in which its financial assistance 
may be furnished and in respect of the financial methods that may 
be pursued. Whereas the British F. C. I. and I. C. F. C., the 
Canadian I. D. B. and even the Industrial Finance Department of 
the Commonwealth Bank of Australia have been empowered to 
purchase and hold shares issued by the borrowing concerns, the 
Indian counterpart has been entirely debarred from this type of 
business. Curiously enough, although the J. F. C. has been pre 
vented from purchasing the share capital of industrial companies, 
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it has been authorised to underwrite the issues of share capital 
by these companies. Now underwriting business may be more 
risky for the Corporation than direct subscription to equities. 
In the process of underwriting the Corporation may be saddled 
with an unpredictable and uncertain amount of shareholdings 
which cannot be retained under the law, beyond a limited period, 
except with government permission, irrespective of market condi- 
tions. It is difficult to escape the logical conclusion that the 
Corporation might as well be authorised to subscribe to the share 
capital of such companies. If the Corporation is legally prohi- 
bited from taking up the share capital of industrial companies, 
it should logically be excluded by law from underwriting business. 
If the underwriting business continues to be sanctioned by law, 
the legal bar against the subscription of share capital should go. 


In the case of the British I. C. F. C. the provision of risk or 
equity capital is considered by its authorities to be an important 
part of its function. In actual practice the percentage of its 
shareholdings in relation to its total investments has not differed 
much from the percentage of secured loans in relation to total 
investments over a period of years. The British F. C. I. has also 
provided both loan and risk capital. In a country like India 
where an accelerated rate of development is an urgent need but 
it is feared private capital may not come forward on a secale 
commensurate with the needs of the country, what is required is 
not merely the provision of loan capital by financial corporations 
but also of equity capital. This point was also stressed by the 
E. C. A. F. E. Committee on Industry and Trade in its Lahore 
Session of February, 1951, when it was discussing the Ceylon 
Agricultural and Industrial Credit Corporation. 


The ban on the provision of equity capital has not only 
prevented the Corporation from tailoring its financial methods to 
the needs of its customers but has made it difficult for the loanee 
companies to obtain advances from banks against floating assets 
for working capital. It is well known banks in India are reluct- 
ant to make advances for working capital on the security of the 
floating assets of a company whose fixed assets are mortgaged. 
As early as in the Second Annual Report, the I. F. C. had frankly 
recognised that industrial companies raising their capital through 
borrowings rather than share issues are particularly handicapped. 
If a part of the financial assistance is in the form of ordinary or 
preference shares, and a part in the form of a mortgage loan, the 





THE INDUSTRIAL FINANCE CORPORATION OF INDIA 433 


above difficulties would not arise. We are not suggesting for a 
moment that the I. F. ©. should adopt a policy of permanent 
participation. What we are suggesting is that the I. F. C. should 
follow the policy of the old German banks and dispose of its hold- 
ings at a favourable turn of the capital market and reinvest the 
proceeds in other concerns. The I. F. C. Enquiry Committee 
has not ruled out the participation in equity capital altogether 
but has recommended that the question may be considered when 
the Reserve Fund of the Corporation aggregates Rs. 5 crores. 
The conditions in the money and capital markets are such that 
the chances of raising equity capital on the part of a new company 
are not at all bright. An assurance from institutions like the 
I. F. C. that they would take up a portion of the initial share 
capital would be of considerable help to the company in the matter 
of attracting capital from the investing public. There is a 
section of opinion which has contended that the subscrip- 
tion to the share capital of industrial companies by the 
I. F. O. would expose it to grave risks. But the risk would be 
considerably minimised if a little caution ig exercised and if the 
Liaison Department which we are simultaneously recommending 
is established. Moreover, in the context of the Five-Year Plans 
when the Government is assuming so much risk in achieving a rapid 
rate of economic development for the country, the I. F. C. can- 
not afford to withdraw into a “ shell ` but should take some 
initiative and undertake some risk so that it can fulfil the rôle 
assigned to it during the Plan. While a curious doctrine has 
been propounded that the Life Insurance Corporation should assist 
in the stabilization of the stock market and in pursuance of that 
objective it has been permitted to make large and widespread 
investments in industrial shares,—good, bad and indifferent,— 
the Industrial Finance Corporation, whose special function is to 
furnish long-term finance to private industry and which has all 
the experience and equipment for the purpose, is being debarred 
from providing equity capital. After the passage of the new 
Company Law of 1956 which aims at a progressive elimination 
of the managing agency system, the case for permitting the 
I. F. C. to provide equity capital is still stronger. The managing 
agents performed a valuable rôle as company financiers. A 
vacuum—a gap in the financial machinery—is likely to be created 
when the agents will disappear. The gap may be partially filled 
by authorising the I. F. C. to take up some portion of the equity 
capital of industrial companies under proper safeguards. 





434 INDUSTRIAL FINANCE IN INDIA 
If the Government are not agreeable to amend the I. F. C. 
Act for the purpose of enabling the Corporation to participate in 
equity capital, I would suggest that the Corporation should follow 
the practice of the British F. C. I. which sometimes provides 
secured loans not as ‘* straight loans '’ but incorporating conver- 
sion rights into equities or preference shares in the ventures to 
which it has made the advances. As Viscount Bruce, the 
Chairman, observed in a recent Annual General Meeting of the 
F. C. I., ** we ensure that in the event of great success being 
achieved we shall receive some reward for the initial risks 
involved.” Such conversion rights have proved to be valuable 
to the F. C. I. and I am sure the I. F, C. will find them to its 
benefit also. The I. F. C. Enquiry Committee has also endorsed 
this suggestion of mine which I first made in 1951, as usual with- 
out any acknowledgement. 

The point of view advanced above is strongly supported by 
a well-known authority on development banks, Mr. William 
Diamond in his recent publication. A sound principle for 
development banks is to place greater emphasis on prospective 
profitability of the enterprise applying for assistance and lesser on 
security. Greater concern with earning capacity rather than 
with security opens the way to equity investments. Indeed 
“ equity rather than loans is often the appropriate way of provid- 
ing the required capital... and a development bank ought to 
be prepared to take equity participation in lieu of or in addition 
to making loans.’’* Direct participation in equity capital by 
development banks in India like the I. F. C. is possible to a 
degree not feasible in many undeveloped countries owing to 
India’s relatively well-developed capital market and fairly wide- 
spread use of the corporate form of organisation. Indeed of the 
fiftytwo development banks functioning to-day in the various 
undeveloped countries as many as fortyone institutions have been 
authorised to make equity investments.* . 

It is gratifying to note that the Chairman of the Indian 
Corporation has at last recognised that the prohibition to invest 
directly in the equity capital of industrial companies has meant 
the closing to the Corporation of a profitable line of investment 
for its surplus funds. Ata time when the Corporation B resources 
have been considerably augmented and it is facing a great deal 


William Diamond, Development Banks, pp. 62-53. 
2 fee 8. Boskey, Probleme and Practices of Development Banks, App. A. 
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of competition in its direct loans business from several quarters, 
the solution obviously lies in permitting the Corporation to parti- 
cipate in the preference as well as equity capital of approved 
industrial concerns through direct subscription as well as through 
the exercise of conversion rights.’ 

It is, however, regrettable that the problem was viewed 
only from the standpoint of the Corporation. The industrial 
customers of the Corporation would also stand to benefit a great 
deal if the existing ban on the subscription to equity capital were 
removed and the Corporation were enabled to adapt its methods 
of financing to the needs and circumstances of each individual 
case. 

The whole question has now been examined by the Board of 
Directors of the Corporation and it is understood suitable amend- 
ments of the Act have been proposed to the government so that 
the Corporation may be authorised to make direct equity invest- 
ments and also exercise conversion rights like the British F. C. I. 
It is now for the government to take the necessary steps to bring 
the matter before Parliament for its necessary sanction. We are 
looking forward to the day when the amendments will be 
incorporated in law and the anomaly and lacuna for the removal 
of which we have been pleading for more than a decade will at 
last disappear. 

Another policy matter which I should like to raise at this 
stage is the question of the I. F. C. developing the practice of 
working in syndicates with other institutions, banks and issue 
houses in its financial operations. It is well known how the 
German banks used to distribute the risks of investment by work- 
ing in ** consortiums ' The Japanese Industrial Bank had 
often worked in close co-operation with other financial institutions. 
The British F. C. I. and I. C. F. C. have also in several cases 
worked in close association with banks and issue houses. Such 
syndicate operations will not only help the diversification of the 
risks of investment but will also solve the problem of financing 
large requirements. As a first step the I. F. C. may develop the 
practice of working in a Syndicate with the Indian I. C. F. C. 
in the matter of underwriting and lending.” 


t Speech of the Chairman, I, F. C., at the Eleventh Annual General Meeting, 


Rep , 1959, p. 6. . 
——— Aa above was written the T. F. C. has underwritten an issue of debentures 


boration with the I. C. T. C. I. and L. T. C. and an issue of redeemable preference 


A eee totaly with two firms of Bombay Stock-brokers (10th and 11th Annus! Reports). 
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Flerible Interest Rate : 


With the pursuit of flexible monetary policy, the situation 
has been radically changed since 1948. The bank rate weapon 
which had grown rusty through long disuse has been drawn out of 
the toolbox and has been rehabilitated. In the context of the Five- 
“Year Plans for economic development of the country, the autho- 

rities are likely to make use of the bank rate as an instrument of 
economic control. In such circumstances the Corporation should 
seriously consider whether it should adopt the practice of contract- 
ing to vary with the bank rate the rate of interest charged to its 
industrial customers. The Corporation’s lending rate need not, 
of course, change by the same percentage per annum as the hank 
rate. It may be some agreed fraction of 1% per annum with 
every 1% per annum change in the bank rate. The question has 
to be carefully considered for when the Indian bank rate is 
revised, the interest charged by the Reserve Bank on the borrow- 
ing of the I. F. C., under Sec. 21 (3) (a) and (b) of the amended 
Act, correspondingly increases. The British I. C. F. C. had to 
revise its contracts with the customers as the result of bank rate 
changes. 


The Central Government and I. BRAG: 


The Central Government in giving further instructions iN 
questions of policy in the communication, dated 19th December, 
1955, has desired that the names of managing agents or managing 
directors as the case may be, of the loanee companies should be 
published in the Annual Reports of the Corporation. This 
directive raises the important question of the Corporation having 
to study the past records of the managing agents of the applicant 
company before the loan is sanctioned. The mere fact of the 
applicant company being soundly managed will not be enough. 
In some cases managing agents have been guilty of the worst 
abuses and malpractices for which the whole system is now 
facing the threat of statutory abolition. When the names of 
managing agents have got to be published, the Corporation should 
take into account not merely competence but also integrity in 
management. Unless the past record of the managing agents is 
unblemished so far as the financial practices are concerned, the 
Corporation will be ill-advised to make a loan to a company under 
their management. 
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The nationalisation of insurance companies raises some 
important issues which affect the I. F. C. On 30th June, 1955, 
the number of shares held by insurance companies, investment 
trusts and other like financial institutions in the I. F. C. totalled 
2,596. The exact number of shares held by insurance companies 
alone is not known to us. But it is clear that with the nationalisa- 
tion of insurance these shareholdings will pass into government 
control and ownership. The Board of Directors of the Corpora- 
tion consists of two representatives of shareholders other than the 
Central Government, Reserve Bank, Scheduled Banks and Co- 
operative Banks. These two representatives can no longer come 
in as elected representatives—they would be more or less 
representatives of the Central Government. The I. F. C. is 
intended to function as an autonomous institution, except that 
in the discharge of its functions it shall be guided by instructions 
on questions of policy issued by the Central Government from 
time to time. The adventitious position secured, by the Govern- 
ment as a result of the nationalisation of insurance will enable it 
to influence the day-to-day working of the Corporation in a manner 
unknown in the past. 

The Insurance Companies had invested considerable 
amounts of their resources in various private enterprises and had 
come to possess a controlling interest in many of them. The 
ownership of insurance companies by the Government will auto- 
matically lead to State-ownership and control of such private 
enterprises. The I. F. C. may have in the past provided its 
financial assistance to some of them. What will be the policy 
of the I. F. C. with regard to these concerns in the future? ‘The 
l. F. C. was designed to provide its assistance to the private 
sector of industry. Now its scope appears to be extended to the 
public sector as well. 


Policy in respect of the Sugar Industry : 


The policy in regard to advances by the Corporation to a 
particular industry, viz., the sugar industry, calls for a detailed 
examination. Up to lst March, 1060, various units of the 
sugar industry were sanctioned . I . m oO. loans totalling 
Rs. 23.87 crores. Of these public limited companies numbering 
18 were sanctioned Rs. 5.93 crores and co-operative societies 
numbering 31, Rs. 17.93 crores or nearly 73% of the total. 
Among the public limited companies the total loans outstanding 


56--1982 B. 
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on the same date amounted to Rs, 3.07 crores, some of the 
sanctioned loans being repaid or declined. ‘There have been 
defaults in the payments of instalments of principal and interest 
to the extent of Rs. 10.25 lakhs and Rs. 5.54 lakhs respectively in 
weer of two companies only. All concerns including the two 
which defaulted are reported to be working satisfactorily and are 
now making regular payments of instalments of principal and 
interest. 

All the loans sanctioned to the co-operative societies, 
excepting those which were recipients of loans before the intro- 
duction of the guarantee scheme, enjoy the guarantee of the 
State /Central Government on a 50/50 basis. It was in 1949-50 
that the first loan was sanctioned to a co-operative sugar factory. 
The working of this society was a great success and the entire 
loan of Rs. 20 lakhs was repaid long before the stipulated date. 
Of the 31 co-operatives which have been sanctioned loans, 23 have 
already gone into production and the rest are expected to go into 
production in a year or two. The total amount of loans out- 
standing was Rs. 11.56 crores on 3lst March, 1960. ‘There 
were casual defaults in the payment of principal and interest on 
the part of 7 factories only. But these societies have since been 
regular in the payment of their dues. The stipulated margin 
is available in most cases. But in some cases the margin has 
been relaxed by accepting 37.56%. 

Tt is clear from the figures given above that the I. F. C. 
has pursued a very liberal policy with regard to the sugar industry 
and as a result has heavy commitments in the industry to-day. 
The percentage of its total loans, more than 30%, which has gone 
in favour of a single industry is so high that the Corporation is 
easily open to the criticism that the basic principle of industrial 
financing, that of careful distribution of the risks of investment, 
has been infringed. The criticism becomes even more pointed 
when it is found that out of Rs. 17.93 crores sanctioned to sugar 
co-operatives, Rs. 8.82 crores or nearly 509% of its loans had been 
concentrated in one region, viz., Bombay. The sugar industry 1s 
very likely to be faced with the problem of over-production in 
the near future. Although the per capita consumption of sugar 
has gone up during the last few years, and is likely to increase 
further with the rise in the standard of living, the entire produc- 
tion will probably not be absorbed. The prospects of export are 
not also bright because at current prices Indian sugar is being 

faced with formidable competition in the world markets, 
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It should be observed that 73% of the total loans sanctioned 
to the sugar industry has been in favour of the sugar co-operatives. 
How far these sugar co-operatives would be able to face successfully 
the competition of the better equipped, better managed and more 
efficient sugar mills in the private sector is a very important point 
to be considered. The contribution of Rs. 10 lakhs each (recently 
raised to Rs. 25 lakhs) from farmers and government by way of 
share capital is inadequate to meet the increased capital cost of 
sugar factories. In such circumstances although defaults have not 
been large to-day, the co-operatives may have to incur losses and 
their capacity to repay the loans of the Corporation may be 
impaired. 


It has been claimed that the Corporation's liberal policy with 
regard to the sugar industry has helped considerably in imple- 
menting of the Government's declared policy of affording special 
encouragement to industrial co-operatives. But strangely enough, 
the Corporation has not been able to foster any other industrial 
co-operative. Another point urged in defence of the Corporation's 
policy to the sugar industry is that it has indirectly stimulated the 
growth of an indigenous sugar machinery manufacturing industry. 
The government has already licensed two consortiums of three 
firms to fabricate complete sugar plants in collaboration with 
foreign manufacturers. They will produce seven complete plants 
by 1961. But it is the government's policy of providing the 
necessary foreign exchange and imposing a ban on the imports 
of sugar machinery that has been mainly responsible for the 
growth of the industry and not the I. F. C.'s sugar policy. 


It has also been argued that the Corporation need not worry, 
for the entire loan has been guaranteed by the State and Central 
Governments together. But that does not surely entitle the 
Corporation to ignore the fundamental principle of industrial 
financing and place all its eggs in one basket nor to waste its 
resources in financing an industry whose prospects are not at all 
bright or bolster up the weak and inefficient units in the industry. 
The mere guaranteeing of the loan by the State and Central 
Governments does not absolve the Corporation of its primary 
responsibility to exercise prudence and see that the risk involved 
is no more than what it has to face normally in respect of its 
ordinary business. The Corporation has been advised that it 
should continue to finance sugar co-operatives on the same scale 
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as it has been doing.‘ We are unable to understand why the 
Government or the Corporation is so keen on the financing of 
the sugar industry. When the whole basis of the Second Five- 
Year Plan is in favour of capital goods industries, it 1s strange 
that the Corporation is locking up such a large proportion of its 
limited resources in a consumer goods industry. The Corporation 
surely should not think that it is adequately fulfilling its rôle in 
the Five-Year Plans by making it possible for the people to eat 
more sugar! It is rather curious that the sugar industry which has 
been allotted a low position (l) in the list of priorities suggested 
by the Planning Commission and approved by the Board for 
purposes of disposal of applications for financial assistance from 
the Corporation should be No. l. 


Permission to Loanee Companies to declare Higher Dividends : 


A reference may be made to the policy of the Corporation 
in permitting some of the loanee companies to declare dividends 
in excess of the normal maximum of 6%. This policy raises 
some important issues which call for comment especially because 
the number of loanee companies which have been permitted to 
declare higher dividends has been increasing of late. In the 
present context of inflationary pressure it is debatable how far the 
Corporation is justified in allowing its customers to declare high 
rates of dividends—indeed much higher than the normal 
maximum. Again, from the point of view of the loanee concerns 
themselves, it would have been better if they could utilise their 
undistributed profits for ploughing them back into the industry 
for development rather than frittering them away in the form of 
higher dividends. Further. the companies have been able to 
place themselves on a sounder basis and earn higher profits as a 
result of the financial assistance provided by the Corporation. 
The Corporation took some risk in financing these concerns. It 
is only fair that the Corporation, when it sanctions the declaration 
of a rate of dividend higher than the stipulated maximum, should 
be allowed to have a share in the increased profits by way of a 
reward commensurate with the risks assumed. There is no 
reason why the I. F. C. should not follow the British F. C- T. in 
this respect and be given an option to convert the whole or part 


x. — ‘of the Chairman at the Anonal General Meeting on 20th September 
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of its loans into equities or like the Indonesian State Bank for 
Industry be allowed to supplement the fixed interest to be 
earned on its loans by a percentage of profits. If none of these 
alternatives is possible at all, the Corporation should, instead of 
permitting higher rates of dividends to be declared, at least insist 
on speedier repayment of its loans out of the enhanced profits.’ 


Public Accountability : 


The public accountability of the Corporation to an extra- 
ordinary degree has sometimes stood in the way of its efficient 
functioning and has generally cramped its development. First, 
there is the multiplicity of audit, which must be considerably in 
excess of the real requirements. There is the Corporation's own 
internal audit; secondly, there is the audit done by a firm of 
Chartered Accountants elected by the shareholders; thirdly, 
there is another firm of Chartered Accountants appointed by the 
Central Government in consultation with the Comptroller and 
Auditor-General : and fourthly, there is the Director of Commer- 
cial Audit under the auspices of the Comptroller and Auditor- 
General. Apart from this multiplicity of audit, there is the 
accountability to Parliament where all sorts of criticisms are 
levelled against the Corporation, criticisms which are mostly 
irrelevant and which also display sometimes a colossal 1gnorance 
of the basic objectives with which the Corporation was founded. 
Charges of favouritism and nepotism have also been brought 
against the Corporation on the floor of the House. At one stage 
these charges were so strongly framed and the dema nd for divulg- 
ing the names of the loanee companies was so insistent that 
the Finance Minister appointed an Enquiry Committee to investi- 
gate the charges and also conceded to the demand for publishing 
the names of the borrowing concerns. Since then the annual 
reports of the Corporation have been publishing the names of the 
concerns to which the Corporation has provided its loans as well 
as the actual amount of the loans. | : 

The disclosure of the names of the borrowing concerns 18 4 
departure from established British practice. The Chairman of 
the British F. C. I. has no doubt disclosed in recent annual 


1 “A fairly large number of our loanee concerns continued fo carn during the 
rik year (1956-57) profits high enough to enable them to distribute divilends in excess of 
the usiel 6% with our prior concurrence, . It bas been our policy to bo fairly liberal 

gg thia matter.'""—Chairman's speech at tho Annual General Meeting, June, 1957. 
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general meetings the names of the concerns which had received 
financial assistance from it; but this was done because the Cor- 
poration had substantial investments in them. Viscount Bruce 
made it clear that it would be extremely undesirable to discuss 
the affairs of the Finance Corporation's clients and give detailed 
information with regard to the advances made to them at a publie 
meeting.’ It was for the clients themselves to provide information 
with regard to their own business ; and it would be very embarras- 
sing to them and damaging to the Finance Corporation, if there 
was a deviation from this well-recognized procedure. Lt.-General 
The Lord Weeks who succeeded Viscount Bruce has also observed 
that it is his considered judgment that to disclose details so long 
as there is any hope of an improvement in the position of the 
clients in difficulties would be unwise and would amount to a 
breach of confidence that could only accentuate their difficulties.’ 
But our Finance Minister took into account the doubts that had 
arisen in Parliament and the very strong desire of its members to 
be furnished with the names of concerns to which loans had been 
given by an Institution enjoying government guarantee. He felt 
that the refusal to disclose the names, even though based on a 
healthy convention, would create an entirely unjustified suspicion 
against the I. F. C. and the borrowing concerns which it was essen- 
tial to dispel. The British practice of maintaining secrecy by a 
fnancial institution regarding the transactions with its clients has 
not, however, been uniformly followed elsewhere. The Indus- 
trial Bank of Japan, the National Economic Bank of Poland and 
in the present times, the Industrial Development Company of 
Puerto Rico and the International Bank for Reconstruction and 
Development have followed the practice of disclosing the names 
of their borrowers. The Provincial Governments in India too 
had always published the names of the industrial concerns which 
were assisted under the State-Aid to Industries Acts. 

As regards the point, the making of loans to the concerns of 
its directors and their friends, an indiscriminate extension of such 
loans would certainly be undesirable and would undermine public 
confidence in the Institution. But such an institution will 
inevitably have industrialists on its board who are found to be 
directly or indirectly interested in some industrial concerns. In 
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1 Chairman's statements at the Sixth and Seventh Annual General Meetings 


of the F. C. I.. 1951 and 1952. 
3 Note of Chairman's speech at the Fourteenth Annual General Meeting of the 


F. c. I., July, 1959. 
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the circumstances the propriety of such loans should be tested 
by the criteria whether the fayoured concerns are as sound as 
other concerns which have received financial assistance from the 
Corporation, and have not secured the loans on less onerous 
terms, and whether they can be said to enjoy priority in the 
national plan of industrial development. 


Resources of the Corporation : 


The Corporation had been recently confronted with a very 
serious problem—that of augmenting its resources so that it could 
adequately perform the role which had been assigned to it in the 
Second Five-Year Plan. It had not been possible for it to consider 
a very large number of loan applications from various industrial 
concerns because its resources were being rapidly exhausted. At 
one stage it had only a few lakhs by way of cash in hand and with 
bankers. At a time when the conditions in the money market 
were so-stringent and the prospects in the capital market were not 
at all bright, the Corporation came to be faced with this difficult 
problem of raising additional funds to meet this enormous demand 
for loans. Under Sec. 21 (3) (a) and (b) the Corporation can 
borrow from the Reserve Bank repayable on expiry of fixed periods 
not exceeding 90 days and 18 months respectively against govern- 
ment securities, etc., provided that in the latter case the total 
borrowings at any time do not exceed Rs. 3 crores. It can also 
borrow from the Central Government under Sec. 21 (4) on such 
terms and conditions as may be agreed upon. The Corporation 
had for some time been exploring all possible avenues for raising 
additional funds in consultation with the Central Government. 
As a result of the good offices of the Government, the Corporation 
was able to increase its resources by Rs. 15 crores which 
enabled it to disburse loans up to a total of Rs. 20 crores in 
the course of 1957-58 alone. The Government, as already noted, 
has also taken steps to amend the I. F. C. Act so as to enable the 
Corporation to borrow up to ten times its paid-up capital and 
reserve fund instead of the five times as allowed by the original 
Act. The Corporation has further been able to raise a total 
amount of Rs. 8.94 crores by floating 439% and 44% bonds in 
1958 and 1959. The bonds in each case were oversubscribed. 

Although the Government had lent to the Corporssion 
Rs. 15 crores under Sec. 21 (4), we do not think that the pected 
‘ment has come to its assistance to the same extent as necessary. 
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The Government's policy of allocating the American counterpart 
funds of Rs. 26 crores to a new-fangled institution, the Refinance 
Corporation, instead of to the I. F. C. is open to serious 
sriticisms. We wonder what the point may be in creating a 
multiplicity of special financial institutions which will inevitably 
compete with one another for a slice of the limited resources of 
the country’s capital market and raise the rates of interest for 
their customers. The I. F. C. could perform all the functions 
which have been assigned to this new body and the money should 
have gone to it. The record of the Refinance Corporation has 
inspite of such aid been quite unsatisfactory. . 

In discussing the need of further resources for the Corpora- 
tion, it may be observed that one of the greatest handicaps from 
which the Corporation has suffered all these years is lack of foreign 
exchange. It has not been able to provide loans in foreign 
currency to a large number of its customers whose industrial plans 
ealled for import of capital goods from dollar areas particularly. 
The I. C. F. C. I., its younger sister, had however been equipped 
with foreign currency even from the very beginning by the World 
Bank. The I. F. C. unfortunately in spite of its best efforts had 
not been able to obtain any loan in foreign currency from the 
Bank. Tt is only in the current year (1960) that this disability 
of the I. F. C. is going to be removed to some extent as a result 
of an agreement recently concluded with the Development Loan 
Fund of U.S.A. Under the provisions of the agreement the 
D.L.F. will provide a loan of 10 million dollars which has to be 
euaranteed by the Government of India as a prime obligee. The 
terms and conditions under which this loan is being sanctioned 
to the I. F. C., however, are rather onerous and in some respects 
will be considered vexatious by the industrial concerns to whom 
the proceeds of the loans will be relent by the i FS Oe e 
D. L. F. authorities have made it clear that the hotel, ship- 
building, textile, beverage, tobacco industries and petroleum 
refinery should be ontside the purview of assistance provided out 
of the loans furnished by the D. L. F. The recipients of loans 
from this fund will also be debarred from utilising plant and 
equipment imported from the communist group of countries for 
the projects for which these loans have been specifically provided. 
Further, where any loan exceeds 100,000 dollars, the entire loan 
would be tied to American procurement and in case of sage 
exceeding 250,000 dollars prior approval of D. L, F. has to 


obtained. 
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The finance required for planned development and expan- 
sion of private industry is on so large a scale under modern 
conditions that the banking system may be called upon to place a 
portion of its resources at the disposal of private industry by 
re-adjusting its existing practices a little and granting term loans 
for limited amounts under appropriate conditions. If the banks 
including the State Bank agree to relax their traditional practice 
in favour of making term loans, the practical method would be 
for the banks as a whole to operate through a chosen instrument. 
We can think of no better institution to be the chosen instrument 
than the I. F. C. itself. If the banking system decides to place 
a portion of its resources either in the form of fixed deposits or in 
the form of subscription to the bonds issued by the Corporation, 
the Corporation should welcome the idea and employ the funds 
for making term loans to industry. The banks may also jointly 
participate with the Corporation in making term loans or in taking 
up the debentures of industrial customers or in underwriting the 
share issues. The Corporation is equipped with the necessary 
machinery for the scrutiny of the technical, financial and eco- 
nomic aspects of industrial propositions as well as for the assess- 
ment of the assets offered as security. The ordinary banks are 
not expected to possess this kind of machinery. It is of parti- 
cular interest to find Viscount Bruce, Chairman of British F. C. I. 
making similar suggestions to the British banks to make term 
loans to industry and to operate in that case through the F. C. I.’ 

The Corporation has followed the policy of assisting a num- 
ber of concerns which could have easily obtained their requirements 
from the ordinary channels. The Corporation is intended to 
provide financial assistance to industrial concerns where normal 
banking accommodation is inappropriate or recourse to capital 
methods is impracticable. By assisting industrial concerns 
which could have made a recourse to the normal capital methods, 
the Corporation has deprived many others who possibly satisfied 
this criterion much better. 

Such aid as the Corporation has been able to extend to our 
industries has been meagre compared to the enormous need of 
capital for the modernisation, extension and diversification of 
the country’s industries. A former Chairman in his address at 
an Annual Meeting, admitted the force of this criticism but 


4 Speech of Viscount Rruce at the Eleventh Annual General Meeting of the 
F. ©. I. on 26th July, 1956, 
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contended that its functions in this respect were akin to those of 
the International Bank—that its main interest was the provision 
of loan capital rather than risk capital and that it was designed 
to supplement and not supplant the capital market. But the autho- 
rities of the World Bank are now fully aware of the limitations 
inherent in an Institution empowered to provide loan capital only 
especially in relation to the financing of economic development 
in underdeveloped countries. They have therefore not only 
evolved new techniques for financing the industrial development 
of backward countries but have also taken steps to establish the 
International Finance Corporation and the International Develop- 
ment Association, which will work side by side with the World 
Bank. While admitting that the Corporation should proceed 
with caution, skill and wisdom, and that there is an obvious 
difference between being venturesome and being foolhardy, it 
must be pointed out that it clearly lacks the vision, imagination and 
boldness which characterise the policies of its British prototype, 
the Finance Corporation for Industry, Ltd. A perusal of the state- 
ment of the Chairman, Viscount Bruce, at the recent Annual 
Meetings of the F. C. I. clearly brings out the contrast between 
the Indian Institution and its British counterpart. The F. C. I. 
in carrying out its task—viz., assisting by providing the necessary 
finance in the creation of new enterprises and the expansion and 
modernisation of existing ones which contribute to the advance- 
ment of the national economy—has interpreted its charter in the 
most liberal manner and has provided loan finance as well as 
ordinary capital and has not hesitated to assist enterprises whose 
activities extend beyond the United Kingdom. The investments 
by the F. C. I. in F. Perkins, Ltd. of Petersburgh, a firm of diesel 
engine manufacturers, in Petro Chemicals, Ltd., in the Steel 
Company of Wales and in the Ultramar, a Venezuelian project for 
Britain, are notable instances in point. b; 
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Analysis of the loans sanctioned by the Industrial Finance 
Corporation of India to the various types of industries as per the 
International Standard Industrial classification of all Economic 


Activities up to the year ended 30th June, 1960. 
Type of Industry 


Food Manufacturing Industries except Beverage Industries 
Manufacture of Textiles—Spining, Weaving & Finishing of Textiles * 


Manufacture of Artificial Fibres bes ote — 
Manufacture of Wood & Cork except Manufacture of Furniture * 
Manufacture of Paper & Paper Products ra * * 
Manufacture of Rubber Prodocte eae — — — 
Manufacture of Basic Industrial Chemicals including Fertilizers * 
Manufacture of Vegetable & Animal Oil and Fats — sap 
Manufacture of Miscellaneous Chemical Prodocts — oe 
Manufacture of Glass & Glass Products — ane ons 
Manufacture of Pottery, China & Earthenware one — — 
Manufacture of Cement — one naa — 
Basic Metal Industries—Iron & Steel = — * 
Non-ferrous Metals Industry — 


Manufacture of Metal Products except Machinery and Transport Equipment 
Manufacture of Machinery except Electrical Machinery — = 
Manufacture of Electrical Machinery, Apparatus, Appliances & Supplies ... 


Manufacture of Rail-Road Equipment do ; 
Manufacture of Motor Vehicles & Ancillaries — tai —— 
Manufacture of B * oe ren aaa 
Miscellaneous Manufacturing Industries —* 
Electric Light and Power 

Other Industries 


orit 


=a — — — 


B4 60,74 000 


— — — 


r 
W Y 
i — ail Ba. 








Cr re 
* 
5 Gh 
Ai — 
—8 oe 
ae 
—— OF 
CENTRAL UBRAAY — 





APPENDIX 


INDUSTRIAL FINANCE IN INDIA 


Statement showing classification of loans sanctioned by the 


Industrial Finance Corporation of India, as on 30th June, 1960. 


(According to amount sanctioned on each application) 


(i) Loans not exceeding Rs. 10 lacs 


(i) Loans exceeding Rs. 10 lacs but 
(iii) Loans exceeding Rs. 20 lacs but 
(ic) Loans exceeding Rs. 30 lacs but 
(6) Loans exceeding Rs. 40 lacs but 
(ef) Loans exceeding Rs. 50 lacs but 
(cit) Loans exceeding Rs. 60 lacs but 
(ri) Loans exceeding Rs. 70 lacs but 
(ix) Loans exceeding Rs. 80 lacs but 
(x) Loans exceeding Rs. 90 lacs but 


not 
not 
not 
not 
not 
not 
not 
not 
not 


(rý Loans exceeding Hs. 1 crore 


exceeding Ks. 20 lacs 
exceeding Rs. 30 lacs 


exceeding Ks, 40 lacs ... 
exceeding Ks. 50 lacs ... 
exceeding Rs. 60 lacs ... 
exceeding Rs. 70 lacs . 

exceeding Ra, 80 lacs ... 
exceeding Rs. 90 lacs . 

exceeding Rs. 1 crore ... 


TOTAL 


No. ol 

Applications Amount 
“i 8,16,00,000 
a. nee 12,61 50,000 
te ~ 863,00,000 
28 10,52,00 000 
32 15,36 00,000 
R 4,64 ,00 000 
l 564,00,000 
7 5,35,00,000 
1 90,900,000 
6 600,00,000 
b 6 11,79,24 000 
329 84.60.74 000 


Statement showing classification of loans sanctioned by the 
Industrial Finance Corporation of India, as on 30th June, 1960. 
(According to amounts sanctioned to each industrial concern) 


(i) Loans 
(ii) Loans 
(iif) Loans 
(ic) Loans 
(t) Loans 
(ci) Loans 
(cit) Loans 
(ott) Loans 


(iz) Loans 


not exceeding Rs. 10 Inca 

exceeding Ra. 10 lace but not 
exceeding Rs. 20 lacs but not 
exceeding Ra. 30 lace but not 
exceeding Rs. 40 lacs but not 
exceeding Re. 50 lacs but not 
exceeding Rs. 60 lacs but not 
exceeding Rs. 70 lacs but not 
exceeding Ra. 80 lace but not 


tx) Loans exceeding Re. 90 lacs but not 
(xi) Loans exceeding Rs. 1 crore 


exceeding He. 20 lacs ... 


exceeding Ke. 30 lacs . 


exceeding Re, 40 lacs 


exceeding Ra. 50 laca ... 
exceeding Re. 60 lacs ... 


exceeding Ra. 70 lacs ... 
exceeding Re. 80 lacs ... 


exceeding He. 90 lacs 


exeeeding Re. 1 crore . 


TOTAL 


No. ol 

Companies Amount 
—— y i 2 A7 ,55.000 
41 6, 57,20 000 
28 7 ,99,75,000 
‘een Ve 6,60 60 00K) 
20 11,15,00,000 
10 8 48.00.000 
9 6.79.00 10M) 
B 2,53,00,000 
. 5 4,97 ,00,000 
as; Ae 24,89,24 000) 
204 84,60,74 000 
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CHAPTER V 


I. THE INDUSTRIAL Crepir AND INVESTMENT CORPORATION 
OF INDIA 


A significant phase in the post-war institutional develop- 
ments of industrial finance is to be witnessed in connection with 
the techniques adopted by the International Bank for financing 
the industrial development of backward countries. The bank is 
precluded by the Bretton Woods Charter from providing equity 
capital ; nor can it make loans to private industrial enterprises 
without government guarantee. Industries in the backward 
undeveloped countries require not only loan capital but equity 
capital as well. In these countries, again, it is the smaller pro- 
jects which «predominate in the private sector. Governments are 
also particularly reluctant to extend their guarantee to parti- 
cular enterprises lest they should be open to the charge of 
favouritism. In the circumstances one interesting technique has 
been adopted by the Bank to quicken the pace of development in 
the backward countries. The technique which has given rise to 
a new form of financial institutions has been employed with slight 
variations in Mexico, Turkey and Ethiopia. The I. C. I. C. of 
India has been born out of the desire of the World Bank to pro- 
vide finance for the development of private enterprise in India 
and is a variant of the technique already adopted elsewhere. 

The Corporation started with a paid-up share capital of 
Rs. 5 crores contributed by Indian, British and U. 8. share- 
holders, an interest-free loan of Rs. 74 crores from the Govern- 
ment of India repayable in 15 equal annual instalments 
commencing after the expiry of 15 years and a line of credit 
equivalent to $10 million (Rs. 5 crores) granted by the 


"= International Bank. In 1959 the Corporation secured a second 


$10 million line of credit from the World Bank and a second 
loan of Rs. 10 crores from the Government of India out of funds 
accumulated from the sale of surplus U. S. Agricultural Commo- 
dities in India which augmented its resources considerably.’ 


1 Statements by the Chairman at the Fourth and Filth Annual Meetings of the 
1. c. I.C, L, p. 3 and p. 2 | ; 


> 


= 
E, 





INDUSTRIAL CREDIT AND INVESTMENT CORPORATION 451 


The objects for which the company has been established 
are to assist industrial enterprises in the private sector in India 
particularly by (1) providing both long-term loans and equity 
participations, (2) sponsoring and underwriting new issues of 
shares and securities, (3) guaranteeing loans from other private 
investment sources, (4) making funds available for reinvestment 
by revolving investments as rapidly as prudent. A notable fea- 
ture of the Corporation is that it secures technical know-how for 
various concerns to help them in their managerial and technical 
activities.’ 

The main interest of the I. C. I. C. is in private industrial 
enterprises organised as public limited companies. It does not 
normally find it practicable to assist small industries or those 
which are managed by proprietors or partnerships or private 
limited companies. Rs. 5 lakhs is the normal lower limit of the 
amount of assistance. In cases where more than this amount is 
requested, the I. C. I. C. prefers to provide the finance jointly 
with other parties, if possible. Its general policy is to provide 
assistance to a large number of companies in smaller amounts 
rather than large-scale assistance to a limited number. 

The I. C. I. C. differs markedly from the I. F. C. in the 
sense that its assistance is not confined to the mere provision of 
loan capital. It is ready to consider on their merits whatever 
proposals may be placed before it whether they involve a loan, 
ṣà subscription to preference or ordinary capital or the under- 
writing of the market issue. The financial needs of a project 
are discussed at an early stage and the methods of financing are 
tailored to the particular needs of the project. 

The industrial developments to which the I. C. I. C. gives 
consideration are those relating to the modernisation or expansion 
of existing enterprises or to the establishment of new ones. In 
providing its assistance it does not regard itself as a mere provider 
of money but in the nature of a financial partner irrespective of 
the form of its assistance. At the same time it has no intention. - 
to participate in the management of an industry financed by it 
although sometimes a director is appointed on the board of the 
company to represent its interests. 

When a formal application for assistance is submitted, the 
I. C. I. C. examines every aspect of the proposal. 


1 Memorandum of Association, Art. IIT, 
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The main heads of examination are :— 

(1) Basic soundness of the project—whether it is a new 
establishment or the expansion of an existing one ; 
how much it has to rely upon protection by govern- 
ment; and to what extent essential raw materials 
and essential services such as electricity, water, 
fuel and transport are available. 

(2) Total cost of the project—whether the total cost has 
not been underestimated and what the needs of 
working capital are. 

(3) Capital structure—whether the equity debt ratio is 
appropriate and whether the proposed capital 
together with bank borrowings for working capital 
will cover the full costs of the new project or the 
expansion, with a margin for contingencies and 
what is the extent of the financial contribution to 
be provided by the promoters and their friends. 


(4) Management and technical assistance—whether the 
management has adequate business experience or 
industrial background and whether the project is 
based on the report of an independent technical 
expert qualified in the particular line. 

(5) Marketing—whether there has been a realistic appraisal 
of the market possibilities in the case of a new 
project and whether there are adequate selling 
arrangements for established projects. 

(6) Profit estimates—whether profits have been estimated 
on a conservative basis and that over a period of 
years, and whether proper allocations _have been 
made to development rebate and depreciation allow- 
ances, income-tax, preference dividend, payment of 
deferred instalments in respect of machinery, repay- 
ments of loans, etc. 


The data submitted by the applicant company are closely 
scrutinised by the management of the I. C. I. C.; it makes its 
own technical enquiries, and carries on discussions with the 
promoters. The decision rests with the Board of Directors. The 
Board may find the proposal as presented unacceptable or accept- 
able only with modifications. While rejecting the original pro- 
posal, the Board may authorise the management to continue 
discussions with a view to presenting amended proposals, The 
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1. C. I. C. does not quote any standard terms for loans or other 
financial assistance, each case being considered on its merits. In 
all cases the actual out of pocket legal or other expenses incurred 
by the I. C. I. C, in the examination of title to properties, the 
preparation of documents, etc., are recoverable from the applicant. 
If the officers of the I. C. I. C. have to visit the works, the site or 
offices of an applicant, the out of pocket expenses have to be met 
by the applicant. All these expenses are recoverable whatever 
the fate of the application may be.’ 

The Corporation provides both loan and risk capital to new 
as well as existing enterprises. The loan operations on the one 
hand and underwriting operations and subscription to share capital 
on the other are more or less equally divided. As regards the 
former the Corporation occupies a unique position in that it is 
able to provide loans in foreign currencies at a time when the 
development of many enterprises is being held up by the shortage 
of foreign exchange. This has been possible because of the line 
of credit extended to it by the International Bank. These foreign 
currency loans have, however, to be approved by the World Bank. 
As a provider of permanent share capital the Corporation again is 
only one of its kind among the existing financial institution like 
the I. F. C. and S. F. C.'s which are all debarred by statute 
from subscribing to the share capital of industrial companies. 
During the five years of its life it has also emerged as the most 
important underwriting institution in India, and in fact the only 
underwriter of ordinary shares. The underwriting operations of 
the Corporations amounted to Rs. 830 lacs of which nearly half 
bas been in ordinary shares.*. The direct subscriptions to ordinary 
and preference shares at the end of 1957 amounted to Rs. 86 
lacs in the case of 11 operations. 

The following table indicates the operations of the Corpora- 
tion under different heads during the last three years :° 


No. of operations Tota! sanctioned 
(In laca of Rupees) 
1957 1958 1959 LOOT 1958 1059 


9 11 19 Rupee loans and gvarantees .» 333 HS 350 
5 9 ga Loans in foreign currency — SRI s16 671 
14 14 4 Underwriting of ordinary and prefer- 

ence shares and debentures ... 835 450 a 
11 l4 15 Direct subscriptions to ordinary anil 

preference shares aes POTER 123 12n 


— — — — a — — 


1,165 1,837 2 O40 


t The I. Cc. I. C. of India—What It is ond How It Works, pp. 5-12. 
2 Statement by the Chairman at the Fifth Annual Meeting of the T. C. I. C., p. 6. 
a Third, Fourth and Fifth Annual Reports of the I. C. T. C. 


58—1942 E. 





es gs Oe 
— 
CENTRAL UBRAAY 


4154 INDUSTRIAL FINANCE IN INDIA 


In the background of the damping effect produced by the 
economic and fiscal policies of the government the Corporation 
has been trying its best to fulfil the réle for which it has been 
set up. The high rates of income tax and Corporation tax and 
the recent imposition of the capital gains tax are affecting the 
earnings of the Corporation in such a manner as to preclude a 
reasonable return to shareholders and adequate allocations to 
reserves. Such Corporations have to build up substantial reserves 
against the risks inherent in their operations. There is a great 
deal of force in the contention of the Chairman of the Corpora- 
tion that such institutions as are engaged in industrial financing 
do not enjoy the benefits available to industrial enterprises by way 
of development rebate, additional depreciation allowances, etc., 
and therefore they should be granted some tax concession so that 
they may be able to declare reasonable dividends to their share- 
holders and set aside adequate amounts to reserve for possible 
capital losses.* A revision of tax policy in relation to develop- 
ment banks like the I. C. I. C. and the I. F. C. is urgently called 
for, so that they may build up adequate reserves and fulfil more 
effectively the function of risk taking. The existing structure 
of taxation has been responsible for the low level of -reserves -of 
such institutions. The I. C. I. C., for instance, has been able to 
set aside only Rs. 24 lacs from net profits by way of reserves 
in the five years of its operation. This is much too inadequate 
for an Institution which is expected to take substantial risks in 
financing new enterprises by providing equity capital. 

At this stage it will be interesting to make a comparative 
study of the working of the two sister institutions I. C. I. C. and 
I. F.C. From- the annual reports, balance sheets and revenue 
accounts of the two corporations, the following three comparative 
tables have been prepared. The first table shows the operations 
and resources of the two institutions up to 30th June, 1959. 
The third table indicates the working results of the I. C. I. C. 
for the financial year ended 41st December, 1958, and of the 
I. F. C. for the financial year ended 30th June, 1959. 


1 Statement by the Chairman circulated to the shareholders with the Directors’ 
Report and Accounts for 1957, p 4. 
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I. Comparative table showing the operations sanctioned by the 
I. C. I. C. and I. F. C. up to 30th June, 1959. 


I. C. I.C. I. F. C. 

Particulars of Operations No. of Amount No. of Amount 
appli- Crores appli- Crores 

cations Re. eations Rs. 
1. Rupee loans von e+ M 3.51 800 65.69 

2. Foreign currency loans bes os 10 8.81 * 

3. Underwriting ene sexe SAL 6.60 3 1.63 

4. Direct subscriptions san — AS 2.00 = * 
5. Guarantee of deferred paymente ce, eee 0.42 5 4.31 

(under letters 
of credit), 

vI 16.54 308 72.63 


II. Comparative table showing the resources of 
EGOS £. C. and i. F. C. 


1. C. I. C. I. F.C. 
Crores Rupees Crores Rupees 


l. Share Capital : 
(a) Central Government . AAS 1.00 
(b) RBA. & State Bank of Indio ... ee 1.13 
(c) Others * oe --» 6.00 2.87 


2. Loans from Central Government : 


(a) Interest free ESK ER J 
(b) Carrying interest at 43% rv . 10.00 6.00 
8. Loans from I.B.R.D. > * sak + 9.52 
(U.S. €.20 million) 
4. Bonde: 
(a) R.B.1. & State Bank of India ... 3 p 
(b) Others css = 19.11 


— — — = =a 


82.02 9y. 24 
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Ill. Comparative table showing the working results 
or the I. C..I..C. and I. F. C. 

LOLO: LF. C, 
(Year ended 31-12-55) (Year ended 30.6-59) 
Amount % to Amount % to 
lacs total lace total 

Ra. Rs. 
il) Income : 


(W) Income from assistance to 

industry vee 21.54 36.7 104.13 95.2 
(ii) Income from employment of 

funds other than assistance 








to industry s.. 96.60 62.5 0.65 4.7 

Gin Miscellaneous income . 0,61 ix 0.10 

A. Tora. s 98.74 203.88 

(2) Expenses : 

(G) Administration n. 6,82 9.9 10.41 5.1 
(is) Interest on borrowimgs — 0.55 1.4 115,75 56.8 

(iif) Other expenses s. 0.19 — 4.64 

(ie) Taxation z ... 26.43 = 37.71 

B. Toran oe 93.29 168.51 

(3) Net Profit (A—B) --» 95.45 35.87 


It will be found that with almost equal resources the I. F. C. 
has been able to do a relatively larger amount of business and 
its impact on industrial finance has been greater. The percent- 
age of income from assistance to industry to total income has 
also been much larger in the case of the I. F. C. being 95.2% 
as against 36.7% in the case of I. C. I. C. Finally, the percent- 
age of administrative expenses to total is only 5.1% in the case 
of the I. F. C. but 9.9% in the case of the I. C. I. C. 

The record of the Corporation by itself has not been un- 
impressive. The inevitably slow rate of progress in the earlier 
stages of a new enterprise has now been got over and the Corpora- 
tion is getting gradually into stride. In providing its assistance the 
Corporation has paid special attention to the requirements of the 
underdeveloped regions. In the matter of industries covered and 
their distribution over the country the assistance of the Corporation 
has been broadbased. The schedules given at the end of every 
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Annual Report giving the breakdown of the investments show that 
the Corporation's interest lies in a large variety of industries 
ranging over a widespread area. The industries which the 
Corporation has assisted are manufacture of sugar, paper, 
chemicals, lime and cement, electrical equipment, fuel injection 
equipment, and equipment for the cotton textile industry, ete.’ 


Il. THE NATIONAL INDUSTRIAL DEVELOPMENT CORPORATION 
OF INDIA 


In advanced countries like the U.K. or the U.S.A. the work 
of capital formation is performed freely through the capital 
market. Major industries and major developments are created by - 
and on the initiative of private enterprise which plans, finances, 
executes and finally operates them. If large investments are 
required, an appeal is made to the capital market where the eco- 
nomic prospects of the scheme are studied by the staff of 
specialised private institutions. They undertake to issue the 
shares only when they regard the prospects as fayourable and place 
them first with large institutional investors with a view to later 
distribution of the issue on the market. Thus the securities 
come into the hands of private investors. In backward and 
underdeveloped countries where national savings are small, and 
the demand for investment capital is great, it is not possible for 
investments on so large a scale to be carried out by private enter- 
prise. In such countries again, especially when an accelerated 
rate of economic development is urgently called for, the device of 
mere financial corporations which provide loan capital only to 
existing industries does not solve the problem. What is really 
required is a Development Corporation for initiating, underwriting 
and participating in new enterprises—for providing entrepreneur 
capital and technical assistance. Indeed such Development or 
‘ Fomento ' Corporations, as they are called, are already perform- 
ing a significant rôle in the task of economic development and 
capital formation in several underdeveloped countries, particularly 
in Latin America. These Corporations functioning as auto- 
nomous government agencies are engaged in promoting, develop- 
ing, participating in and establishing various types of industrial 
undertakings that are not attractive to private capital at the 
moment but are still considered necessary for the industrial 


) Fourth Annual Report, p. 12 and Fifth Annual Report, p. 10. 
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development of the respective countries. The - Production 
Development Corporation of Chile (CORFU), the National Indus- 
trial Financing Corporation of Mexico, the Development Corpora- 
tion of Venezula and the Industrial Development Company of 
Puerto Rico have played a very important part in the industrial 
development of these countries. The resources of these Corpora- 
tions are chiefly derived from government contributions. They 
are sometimes authorised to issue bonds. They not only 
supplement and participate in the share capital of industrial 
enterprises but also establish on their own account industries 
which are of fundamental importance to the respective countries. 
In some cases they also maintain research laboratories, economic 
services, labour relation advisers, legal services and engineering 
cfficers. They engage also in building factories and leasing them 
to industrialists under favourable terms, the lessees being given 
an option to buy the plant within a specified period. 


The National Industrial Development Corporation of India 
which has been recently sponsored by the Government of India 
belongs to the same category of specialist institutions and is 
intended to perform more or less the same functions as these Latin 
American Corporations. It is to be sharply distinguished from 
the older institution, the Industrial Finance Corporation of India, 
which provides only loan capital and is debarred by statute from 
providing equity capital and which has not yet been able to build 
up even the nucleus of a Liaison or Technical Investigation 
Department to make available for its customers research and 
engineering facilities. The National Industrial Development 
Corporation has a much wider scope and range of objectives and 
is indeed an ambitious project for achieving the industrialisation 
of the country at a very rapid rate. 

The Corporation has been conceived mainly as an instrument 
of government for securing a balanced and integrated develop- 
ment of industries in the private as well as the public sector. 
Its object is primarily the development of industries, particularly 
those which are necessary to fill up gaps in the industrial struc- 
ture. The Corporation will plan and formulate projects for 
setting up new industries, or developing new lines of production. 
lt will take up the study and investigation of industrial schemes 
and while implementing them will try to ensure the maximum 


1 Annual Reporte—N. I. D. C., 1955 and 1967, 
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possible use of industrial equipment, experience and skill avail- 
able in the country." 

According to the Memorandum of Association the Corpora- 
tion has been established with, among others, the following main 
objects * :— 

(1) To promote, establish and execute industries, projects 
or enterprises for manufacture and production of plant, machi- 
nery, tools, implements and materials, etc. ; 

(2) To aid, assist and finance industrial undertakings owned 
or run by government or private persons or companies with 
capital, credit, means or resources for prosecution of its work 
and business ; 

(3) To promote and establish companies for the prosecution 
of industrial undertakings whether of a private or public character 
which in the opinion of the Corporation would contribute to the 
industrial development of India and to acquire and dispose of 
shares in such companies ; 

(4) To procure capital for or to provide machinery, equip- 
ment, etc., to any company whose activities relate to the 
industrial development of India and subscribe for or underwrite 
or otherwise deal with shares, debentures, securities, etc. ; 

(5) To carry on all kinds of exploration business and in 
particular to search for, prospect, examine and explore mines and 
ground supposed to contain minerals or precious stones ; 

= (6) To construct, execute, equip, work, develop, administer 
manage all kinds of public works including railways, tramways, 
docks, harbours, piers, bridges, irrigations water, gas, electric 
light, hotels, warehouses, markets, public buildings, telegraphic, 
telephonic and power supply works; ~ 

(7) To carry on in India building of or manufacturing rail- 
way carriages and wagons and other carriages, wagons, carts, 
trucks, vehicles, locomotives, engines, rolling stock, and of letting 
or supplying all or any of the things hereinbefore specified to coal 
proprietors, railway and other companies at annual or other rents ; 

(8) To issue or guarantee the issue of or the payment of 
interest on the shares, debentures or other securities of any 
company ; 

| (9) To draw, make, accept, discount, execute, issue and 
negotiate bills of exchange and promissory notes, debentures, etc. ; 

(10) To receive grants, loans, advances or other moneys on 


1 Memorandum of Association, N. I. D, C. 
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deposit or otherwise from State or Central Government, Banks, 
Companies, Trusts, individuals with or without interest. 

The main objective of the Corporation is development rather 
than finance. It is intended primarily to plan and foster the 
creation of enterprises which constitute the very basis of indus- 
trialization and the absence of which would be considered to be an 
impediment to development. The circumstances of each case deter- 
mine the methods which the Corporation adopts for the execution 
of the projects. Thus the Corporation may itself execute the 
project, or have it executed by a subsidiary company whose shares 
would be owned by the Corporation or with varying degrees of 
collaboration with private industry. Although initially the capital 
may be wholly from government sources, it is not necessary that 
this should be the case in all instances-or for all time. 

The capital goods industries which the Corporation considers 
important for development purposes will include the manufacture 
of machinery and equipment for such industries as cotton tex- 
tiles, jute, sugar, cement and paper. Heavy chemicals, pulp, 
synthetic drug, x-ray and medical equipment—these are some of 
the possible industries which the Corporation is likely to exploit. 

At the present moment the Corporation is being used as an 
agency for the grant of special loans for the modernisation and 
rehabilitation of the jute and cotton textile industries. At the 
end of the year 1958 a total of 18 jute mills have been sanctioned 
loans amounting to Rs. 3.80 crores. The scheme of modernisation 
and rehabilitation of the cotton textile industry has also made 
good progress. The amount of loans sanctioned to the cotton 
textile mills totalled Rs. 2.80 crores.‘ The Corporation was 
entrusted with the carrying on of negotiations for a number of 
projects when foreign collaboration was sought for and with the 
preparation of schemes for several industrial raw materials such as 
aluminium, carbon black, rayon pulp, etc.’ 

This emphasis placed by the Development Corporation on 
rationalisation and modernisation of industries has been quite 
correct. It is to be hoped that the Corporation would extend the 
area of its activity in this respect and should not only take steps 
to assist in the replacement and renovation of plant and equip- 
ment of other large-scale industries in India but also in the trans- 


1 Annual Report, N. I. D. C., June, 1956, p. 3. 
3 Ibid., p 8. 
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formation of the smaller and medium-sized industries by providing 
modern tools and equipment as various forms of technical 
assistance. 

The following comments may however be offered on the 
proposed functions of the Corporation. 

In the first place it is necessary to stress that the relations 
between the Industrial Finance Corporation and the Development 
Corporation should be carefully defined. The two institutions 
should work side by side and act in close collaboration with each 
other. When financing industries, the Development Corporation 
should act in syndicate with the I. F. C. and other institutional 
investors. 

The Development Corporation should not be sought to be 
endowed with the functions of discounting bills of exchange and 
of receiving deposits from the members of the public on which 
interest may be paid. In other countries government development 
banks have not competed with the existing commercial banks by 
receiving deposits from the private persons or business houses, or 
by discounting their bills of exchange nor have they usurped the 
functions of central banks by attempting to exercise credit control 
or rediscounting the bills of exchange discounted by the ordinary 
banks. Institutionally the banking function should not be com- 
bined with other functions. The combination of banking func- 
tions with the functions of an industrial holding company is to 
provide an easy and inflationary method of financing which can 
be used too freely. There should, therefore, be no attempt to 
vest the Indian Development Corporation with banking functions. 
It may be pointed out in this connection that the World Bank 
Mission which visited Turkey recommended that the Sumer Bank 
and the Eiti Bank, which are institutions for development and 
operation of state enterprises, should be deprived of the banking 
powers which had been assigned to them.’ 

The financing of development corporations calls for some 
observations. Where such specialised corporations have been set 
up, what principles should govern the financing of such institu- 
tions from central government funds? A number of general 
principles have now been evolved which govern the financial rela- 
tions between Central Governments and Corporations created to 
promote economic development. The primary duty of financing 
such corporations pertains to the government and not to banking 


i The Economy of Turkey (Report of the World Bank Mission), pp. 219-20. 
59—198 B. 
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institutions. The resources required to carry out the assigned 
task of the corporations should be provided by the government. 
The corporations should be relieved of their assigned tasks rather 
than be allowed to struggle with inadequate funds. In actual 
function the borrowing powers of the corporations are usually 
limited. In some cases it has been thought desirable to eliminate 
the independent borrowing powers of the corporations. The 
Reconstruction Finance Corporation and the Export-Import Bank 
in the U.S.A. for instance, do not issue securities. Where public 
corporations enjoy independent powers of approach to the market, 
they should be subject to central bank supervision and co- 
ordination. Such coordination is necessary not only for avoiding 
competition with government but also for effective handling of 
the issue and floatation of stocks which is a highly specialised 
operation. If a government gives a corporation borrowing 
powers to be used at its own discretion, it may be difficult 
to carry out overall development policies. The difficulty can be 
avoided only when the authority of the Corporation is defined 
and the limits of discretion are indicated. An overall limitation 
of the borrowing powers of the Corporation is desirable. The 
Development Corporation is being endowed with the powers to 
issue its debentures for raising money but there is no indication 
of the limits of its borrowing powers. 


The Corporation has been empowered to sell, lease out or 
transfer its business for cash or stocks to any private company. 
When the facilities built up by the Corporation are leased out, 
the lessee should be given an option to buy the plant within a 
stated period. The rentals that will be paid may be applied 
towards amortisation. In return the lessee should be under 
obligation to maintain a certain amount of employment. Such 
provisions for sale and transfer are to be found in the case of 
similar corporations functioning elsewhere (Cp. Puerto Rico). 
In wartime in the U.S.A. the Defence Plant Corporation, 4 
subsidiary of the Reconstruction Finance Corporation, construc- . 
ted plants and other facilities and leased them to producers 
holding Defence Contracts. The lessee concerns were given the 
option to acquire the plant after the emergency period on the 
basis of cost price less depreciation. The Development Corpora- 
tion should be very careful in effecting the transfers and sales, 
otherwise the facilities may have to be sold off at a loss. Govern- 
ment-owned and -managed concerns seldom make profits and may 
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be sold off at a price which does not cover the cost of installation. 
This has been the experience in the U.S.A. and the U.K. after 
the War, and the Corporation should safeguard its interests in 
this respect as far as possible. 


The method of stimulating economic development by the 
formation of specialised institutions lke development and 
financial corporations has been found useful in many countries. 
It has no doubt a number of advantages. Specialised institu- 
tions are likely to remove to some extent at least economic 
development from the field of party politics and make its direc- 
tion more technical and continuous. Where interprovincial 
questions are involved, the method may help to avoid adminis- 
irative disputes. Such corporations being independent from day 
to day regulation by Government can make quick decisions and 
deal with problems in a business-like manner and yet be responsive 
to government policy. 


As against these advantages, we must be aware of the 
danger of overlapping between specialised institutions as has been 
amply demonstrated by the experience of Mexico and Puerto Rico. 
Where many Institutions are functioning there may be a tendency 
for each to consider its own tasks the most important irrespective 
of the general conditions of the country and the overall economic 
plan. The formation of a multiplicity of such corporations 1s 
likely to put pressure on the capital market and on the limited 
supply of expert administrative and technical personnel. This 
question is particularly important in India to-day when we are 
going to form a large variety of specialised financial corporations. 
Apart from the Industrial Financial Corporation of India and the 
State Financial Corporations which have already been established, 
a number of investing institutions are already in the limelight. 
They are the National Industrial Development Corporation owned 
by the Government of India, the Industrial Credit and Investment 
Corporation sponsored by the World Bank, the various State 
Development Corporations and finally the Small Industries 
Development Corporation and the Re-Finance Corporation. There 
scems to be a plethora of such institutions which would be com- 
nother in the Indian capital market for a slice of 
and thereby increase the cost of 
f their own customers ultimately. 
Where shall we get the 


peting with one a 
its admittedly limited resources 
raising funds for the assistance o 
There is another big question mark : 
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expert administrators and technicians to ensure the smooth work- 
ing of all these corporations? Indeed the question of availability 
of suitable technical personnel for its effective functioning consti- 
tutes perhaps the most important problem which will face the 
N. I. D. C. As a well-known authority has observed, ‘‘ the 
impressiveness of the plans lying on its door step is somewhat 
lessened by the problems it faces in proceeding to carry them out : 
how to obtain technical personnel, not only to do its own work 
but to offer technical advice to all of Indian industry, and how 
the enterprises it sets up are to be organised and administered.”* * 


1 William Diamond, Development Banks, p. 111. 





CHAPTER VI 


STATE FINANCIAL CORPORATIONS—THEIR ROLE IN THE FINANCING 
OF SMALL AND MEDIUM SIZED ĪNDUSTRIES* 


The Industrial Finance Corporation of India was designed 
to cater principally for the financial needs of large scale 
undertakings and to restrict its clientele to public limited 
companies alone. But the smaller and medium sized industries 
have financial problems of their own. While introducing the 
Industrial Finance Corporation Bill in Parliament, the then 
Finance Minister Sir Shanmukham Chetty had expressed his 
concern for the financial needs of such industries and promised to 
persuade the provinces to establish Finance Corporations for 
assisting the types of industries which would be outside the 
purview of the Central Corporation. 

There are peculiar risks involved in the financing of 
medium and particularly of small sized business enterprises. 
The prospects of larger undertakings which are being financed 
by the I. F. C. can be more easily gauged ; but in the case of the 
smaller concerns which will be financed by State Corporations, 
any appraisal of future prospects 1s unusually difficult. The 
euccess of such industrial concerns hinges on the efficiency of 
one or a few persons. Long-term loans call for continuity of 
business; but aè Mr. Kaplan rightly observes, small enterprise is 
as uncertain as the life and continuing capacity of the owners.’ 
In the event of personal changes, continuity of efficient 
management can hardly be guaranteed. Small enterprises have 
inadequate accounting and hardly any insight into their own 
financial position. Again, the cost of keeping track of small loans 
and investments in small business is pretty high. 

The financial requirements of such industries are of three 
types: (1) Short-term credit, (2) Term loans and (3) Equity 
capital. The ordinary needs for short-term credit arise out of 


© For a dotailed study of the subject see the present writer's Place and Problema 


. Industries, 1957. 
of — Small Business—Its Place and Problems, p. 186. 
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periodic building up of inventories of materials or of merchandise, 
payment of wages, current operating bills until payment has been 
obtained from sales, etc. This type of credit is usually furnished 
by commercial banks. Term loans are demanded by the 
enterprises chiefly for the improvement or extension of plant, 
machinery and equipment, for switching on to a new line and for 
increase of working capital for expanding operations of a longer 
maturity than is usually contemplated in ordinary banking 
practice. In the U.S.A. the Federal Reserve Banks and the 
Reconstruction Finance Corporation have participated in term 
lending to small business. Term loans of the maturity of one to 
live years or even longer have also been furnished in recent years 
by the American commercial banks. Most of these term loans 
are secured; the usual securities offered and accepted are 
machinery, plant and equipment and stocks and bonds. Real 
estate has been rather infrequent as a form of security. Among 
the various purposes for which such funds have been borrowed, 
expansion, purchase of plant and machinery as well as working 
capital requirements figure predominantly.’ 

Equity capital includes original investment in the industrial 
concern and permanent additions to that investment for extension 
and modernisation. The capital for new small business is usually 
furnished by the owner-enterpriser and sometimes in addition by 
his friends and relations. Self-financing or what is known as 
the ploughing back of the profits into the business is frequently 
the typical means of additions to capital investments. The 
boundary line, however, between term loans and equity capital 
cannot be precisely defined. 

The problem of attracting outside risk capital for small and 
medium sized enterprises is specially great. Their requirements 
are small and the difficulties of marketing small issues through 
present channels are formidable. The expenses of floatation also 
are almost prohibitive. Registration, legal, accounting, engi- 
neering, printing and listing expenses of underwriting have 
to be incurred in the case of small as well as large undertakings. 
But the marketing of the security of a small, unknown industrial 
enterprise involves much more selling effort than that of a well- 
known large undertaking. In the U.S.A. studies have been made 

of the relative cost of floating the issues of small and larger 


i N. H. Jacoby and R. Saulnier~Term Lending to Business (National Bureau 
of Economic Research), pp. 47-49. 
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concerns and invariably costs of issuing smaller amounts have 
been found to be relatively greater than those incurred for larger 
issues. Investigations in the U.S.A. also reveal that small 
issues could not be sold so easily and quickly after the securities 
were registered as the larger issues of established concerns.’ 
The larger investment bankers whether in England or in the 
U.S.A. are not inclined to touch smaller issues at all. In the 
U.S.A. for stock floatations in amounts of $100,000 or less 
channels of underwriting are not available regular. While such 
is the case with England and the U.S.A. the difficulues and costs 
of marketing the issues of smaller and medium sized industrial 
concerns in India must be still more formidable. 

In India, apart from the virtual non-existence of issue 
houses and underwriting firms, specially such as would interest 
themselves in small issues, small and medium sized industries 
have been particularly handicapped by the recent failure of a 
large number of smaller banks which had such industries as their 
clientele. Since the banking crisis in Bengal, impossible terms 
have also been laid down by the existing banks for the provision 
of working capital to such industries.* 

The weight of the evidence and opinion presented before 
the West Bengal State Finance Corporation Committee is that 
the need of small and middle sized industries for additional risk 
or equity capital as well as semi-fixed capital or long-term loans 
is real and definite. There are many sound concerns falling in 
this category which can make profitable use of additional risk 
capital provided they can get it on reasonable terms, at least on 
the same terms on which big business secures its fixed capital. 
There are also many units which require long-term loans for 7, 10 
or 15 years for the purchase of new plant and machinery, for the 
replacement of old and obsolete equipment, for extension of 
factory buildings and even for working capital for financing the 
increased turnover. 

The promise of the Finance Minister at the time of 
introducing the I. F. C. Bill that steps would be taken to persuade 
the provincial governments to start finance corporations for small 
and medium industries has at last been implemented by the 


1 Studies of the S. E. C. (Securities Exchange Commission), U. S. A., Jone, 1939 


and May, 1910. . á af j 
2 Evidences of Industrinliats before the W. B. State Finance Corporation 


Committee. 
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Government of India. A Bill, entitled the State Financial 
Corporations Bill, 1950, was introduced into Parliament, with a 
view to providing for the establishment of State Financial 
Corporations. According to the statement of objects and reasons, 
the intention was that State Corporations would provide medium 
and long-term credit to small and middle sized industries which fell 
outside the purview of the Central Corporation. The legislation 
was permissive in character, the option to establish such 
corporations resting with State Governments. The Bill was 
passed into law in October, 1951. The S. F. C. Act is modelled 
more or less closely on the lines of the original Industrial Finance 
Corporation Act, 1948. It is, therefore, exposed to the same 
criticisms that have been levelled against the Act of 1948. 
Moreover, the Act provides for a straight-jacket pattern for all 
Financial Corporations, established by the different State 
Jovernments irrespective of the peculiar needs and economic 
conditions prevailing in the different States. 

The Act, though closely patterned after the I. F. C. Act, 
has made three important departures. In the first place, the 
definition of “‘ industrial concern "' has been widened so as to 
include not simply public limited companies but also private 
limited companies, partnerships and proprietary concerns. 
State Corporations will have to deal with smaller sized concerns 
principally which are likely to be private limited companies, 
partnerships and even proprietary concerns. This is an 
improvement and is particularly gratifying to the present writer 
who had severely criticised the narrow scope of the Central 
Corporation in this respect. The second deviation relates to the 
provision in the present Act for permitting the members of the 
public and even non-scheduled banks to subscribe to the share 
capital of the State Corporations." Thus members of the public 
who have been debarred from subscribing to the share capital of 
the Central Institution can subscribe to the share capital of State 
Corporations. The number of shares allocated to such parties 
has, however, been restricted to only 25% of the total number of 
shares. 

The extension of this privilege to parties other than the 
State Government, Reserve Bank, Scheduled Banks, Insurance 
Companies, ete., raises the question whether State Finance 
Corporations should be permitted to make loans and advances to 


1 Sec. 4 (3) (d) parties other than those referred to in Cl. (a), (b) and (e). 
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industrial concerns against the security of the Corporations’ own 
shares. The question was irrelevant in the case of the Industrial 
Finance Corporation itself, for its share capital could not be 
taken up by private persons or industrial companies. Now that 
the share capital of State Corporations can be held by the would- 
be borrowers of the Corporations, it is desirable that they should 
be debarred from accepting their own shares as security for the 
loans they may advance. The present writer's suggestion that 
the State Finance Corporations shall not grant any loan or 
advance against the security of their own shares was accepted by 
the Government and the original bill was amended accordingly 
by adding a Sub-Section to Section 28." 

In the third place the State Finance Corporations have been 
authorised to give guarantees and make loans and advances for a 
period of not more than 20 years as against the 25 years of the 
Central Corporation.* 

Sec. 28 (b) of the Act which corresponds to Sec. 26 (b) of 
the original I. F. C. Act remains however unchanged and prohibits 
the State Corporations to subscribe to the shares or stock of any 
company having limited liability. But as we have already 
argued, such a general ban on the provision of equity capital to 
industrial companies would be likely tg restrict considerably the 
scope and serviceability of the corporations, State and Central, 
and prevent the financial assistance provided by them from being 
tailored to the requirements of each particular industrial customer. 
During 1955-56 as many as 12 State Financial Corporations, 
besides the Orissa Corporation established in March, 1956, were 
working. In Madras an Industrial Investment Corporation had 
been established as early as in 1949 before the S. F. C. Act of 
1951 was passed. In the initial stages of their working the 
Corporations have had to face a number of legal, financial and 
practical difficulties. A large number of the applications are not 
accompanied by the necessary documents to show the installed 
capacity of their plant and equipment, their annual production, 
cost of production, etc. In many cases the relevant documents 
of title have been unavailable. As a matter of fact, the public had 
hardly any knowledge about the type of industrial concerns eli- 
gible for assistance from the Corporations. There is sometimes 


1 Letter to the writer from the Under-Secretary, Ministry of Finance, dated 


New Delhi, 15th November, 1951, 
2 Sec. 25, 8. F. C. Act, 1051. 
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a considerable delay in the disbursement of the loans. The lack 
of a suitable technical staff does not enable the Corporations to 
examine the soundness of the schemes of development and 
expansion of industrial units which approach them for long-term 
financial assistance. Small industrial concerns having ng fixed 
assets to mortgage nor suflicient movable assets to pledge, with- 
out a minimum standard of account keeping are likely to remain 
outside the purview of the State Financial Corporations. 

The Corporations have been functioning for so short a period 
that only an interim judgment can be offered on their working. 
The following critical appraisal is based on a close study of their 
operations during the three or four years of their existence. 


The total paid-up capital of the 12 Corporations working in 
1955-56 amounted to Rs. 10.27 crores while the total amount of 
their loans and advances outstanding at the time was only 
Rs. 2.75 crores. Thus only 28.1% of the total paid-up capital 
could be employed for providing industrial finance while the 
balance, viz., Rs. 7.7 crores or 71.9% of the investible funds of 
the Corporations had to be invested in government securities 
and/or placed with banks as deposits, that is, employed for pur- 
poses other than those for which they were established. The 
‘record of the Travancorg-Cochin and Bombay Corporations has 
been much better in this respect than that of the other Corpora- 
tions, the former having been able to utilise 61.88% and the 
latter 60.46% of their paid-up capital. The performance of these 
Corporations in regard to their basic task of providing industrial 
finance appears to be still more poor when it is remembered that 
the potential resources are immense. It is really unfortunate that 
the-small and medium sized industries should be ‘suffering from 
such acute financial difficulties when the available resources, 
though so large, are actually remaining unutilised. 

A careful analysis of the industrial pattern of the loans 
provided by the different Corporations reveals that the emphasis 
placed upon different groups of industries has not been uniform. 
Thus the group of five important industries, made up of electri- 
city, tea, flour mills and rice mills, furniture and saw mills, and 


1 More recently the total amount of loans and advances outstanding (March, 1959) 
stand at Re, 11.96 crores. These constituted 48.82% of the total assets at the end of 
1958-59 (Report on Currency and Finance, Reserve Bank of India, p. 45), Each of the 
is States in India bas now its Financial Corporation including one in Guzerat snd 
the otber in Jammu and Kashmir. | 
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steel goods and tea garden requisites has received different 
preferential treatment from the various Corporations. The loans 
sanctioned have taken into account the significance of the different 
industries in the respective countries of the states. Generally 
peaking, a bias in favour of consumer goods industries is indicated. 
Textiles, ten, hurricane lanterns, woollen yarn, etc., have been 
some of the consumer goods industries to be assisted. This has 
been quite appropriate for the objective of the Second Five-Year 
Plan is to confine the production of consumer goods to small 
industries. 

The financial methods adopted by the 5. F. C.'s follow 
those of the I. F. C. faithfully and as such are open to the same 
defects that we have already pointed out. As we have observed 
in the case of the I. F. C. the Act should be suitably amended so 
that the financial methods may be adjusted to the peculiar require- 
ments of the various customers. The organisational pattern is 
also defective in that there is no Technical Investigation or Liaison 
Department nor a Department of Economic Research. 

The organisational set-up is the same as was embodied in 
the original I. F. C. Act and consists of a part-time Chairman, 
a Managing director and an Executive Committee. The criticisms 
against this set-up have been very severe and in the I. F. C. the 
managing director has already been replaced by a whole-time paid 
Chairman and the Executive Committee by the Central Com- 
mittee. The same changes should be introduced into the 
organisational pattern of the S. F. C.'s. 


According to Memo. No. 52-SSF(66) 55 of the Ministry of 
Commerce & Industry, Government of India, dated 4th June, 
1955, the Central Government is prepared to place funds at the 
disposal of State Governments to enable them to make loans to 
small industries for both working capital and fixed capital require- 
ments. ‘These loans would be made at rates of interest lower 
than those charged by the S. F. C.'s and the margins of — 
to be maintained would be also much lower (25% against 509%). 
Concurrent financing by the State Governments and the Corpora: 
tions would deprive the latter of the business that falls within the 
range of operations of the State Governments for the terms and 
conditions of the loans advanced by the latter would be relatively 
‘more attractive. As a result of this policy the sphere of opera- 
tions of the State Financial Corporations would be considerably 
circumscribed and the purpose of setting them up would be 
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defeated.’ Some of them have already reported that the number 
and volume of loan applications have declined as a result of the 
small and medium industries being diverted to the Small-scale 
Industries Board.? The recent authorisation of the S. F. C.'s to 
act as agents of the Central and State Governments will remove 
this handicap considerably and enable the Corporations to retain 
their usefulness. In doing this agency work the Corporations 
should have to keep in view the policies laid down by the respec- 
tive governments for the promotion of small-scale industries. To 
avoid a multiplicity of agencies for the same purpose with all the 
attendant difficulties of coordination the S. F. C.'s have to be 
regarded as appropriate agencies of the State Governments for 
channelling the funds allocated under the Second Five-Year Plan 
for the development of small industries. 

There is a growing recognition that the financial require- 
ments of the small industries should be increasingly met by 
institutional agencies. A reference should be made in this 
connection to the Pilot Scheme instituted by the State Bank of 
India at selected centres for the coordination of credit to small 
industrial concerns. The scheme is now operating in all the 
centres (over 500) at which the State Bank of India has branches. 
Among the important measures taken by the State Bank for the 
purpose of making the * pilot scheme ' more effective, the follow- 
ing may be mentioned: (1) the interest on advances granted 
to small industries has been fixed at an all inclusive rate of not 
more than 6% ; (2) medium term advances for periods not exceed- 
ing seven years will be granted for expansion and renovation and 
(3) the list of commodities against which advances may be 
granted by the Bank has been enlarged. At the end of March, 
1959. the total loans sanctioned by the State Bank at the * pilot * 
centres amounted to Rs. 2.62 crores, the number of loans being 
826 against 275 loans for an aggregate limit of Rs. 1.15 crores 
in the previous year.” 

The relations between the S. F. C.'s and the ordinary banks 
in India may be developed in such a manner as to be beneficial 
both for the small concerns and the S. F. C.'s themselves. The 
S. F. C.'s may have a valuable ally in the commercial banks in 
an integrated financial scheme. It would be very helpful for the 


1 Speech of the Chairman, Soursshtra, P.C. Third Annual General Meeting, 
Piet May, 1956. 
2 Gecond Annual Report of the Hyderabad S. F. C., 1955-56, p. 4. | 
Anonal Report on Currency and Finance (Reserve Bank of India), 1058.59, p. 50 
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State Corporations, if the borrowers were sponsored by their 
banks. Applications from industrial concerns for financial assist- 
ance may be submitted to the Corporations through their banks. 
The banks being in close touch with their industrial customers 
will be in a very good position to provide much valuable information 
to the 5. F. C.'s regarding their credit worthiness, past debt 
records, prospects, etc. This information will help the State 
Corporations in determining the eligibility of the industrial apph- 
cants and the size of the loans that can be sanctioned. The 
regular banking facilities provided by the bankers would be 
coupled with the long-term financial assistance and technical 
advice furnished by the S, F., C.’s and all together will help the 
small enterprise through its turns of fortune. ‘The sponsoring 
bank, if it so desires, may also participate jointly with the S. F. C. 
in making term loans or in taking up the debentures of the con- 
cerns or in underwriting the share issues. Term loans by banks 
as we have seen, are a common form of lending in U.S.A. They 
are now finding favour with the British banks also. The 
Radcliffe Committee in their recent report recommend that the 
banks should be ready to offer term loan facilities, within reason- 
able limits to British small industries.’ This practice may be 
fruitfully cultivated by the Indian banks. 

The establishment of the National Small Industries Corpora- 
tion by the Government of India in 1955 will prove to be of great 
benefit to the small industries. Under a scheme prepared by the 
State Bank in consultation with the Corporation, small industrial 
units which have been able to secure government or other orders 
through the Corporation can obtain an advance for the full value 
of the raw materials pledged to the Bank, such portion of the loan 
in excess of what the Bank would have normally advanced being 
guaranteed by the former. The guarantee is limited to Rs, 25,000 
in respect of each individual unit and the overall limit of the 
guarantee is restricted to Rs. 30 lakhs. ; 

The Corporation has also evolved a scheme under which 
modern and up-to-date tools and equipment will be made available 
to small scale industries on the easy instalment payment system. 
The initial cash payment to be made has been fixed at 20% and 
334% of the value of general purpose and special purpose 
machines respectively. The balance 1s to be paid in semi — 
instalments spread over a maximum period of eight vears. he 


1 Radelife Report, 1959, p- 226. 





Spey 
=a 
CENTRAL UBRAAY 





474 INDUSTRIAL FINANCE IN INDIA 


rate of interest varies between 44% and 6% according to the 
value of the machines. 

In conclusion it must be stressed that it should be frankly 
recognised that the business of providing long-term industrial 
finance which is the special function of the Finance Corporations 
is inevitably attended with risks not to be witnessed in ordinary 
commercial banking activities. In the circumstances if Corpora- 
tions are inclined to frame their policies which will be conducive 
to hundred per cent. safety, their utility would be considerably 
reduced in that they would be able to extend their facilities to a 
limited circle of industrial customers who again may not be in 
need of such assistance being able to obtain all their requirements 
from the ordinary channels of banking and stock markets. In the 
context of the country’s Five-Year Plans the Corporations should 
formulate bolder, and more liberal policies of financial assistance 
extending their activities to the various fields of business which 
is permitted but still untouched. It is a happy augury that some 
of the State Finance Corporations are thinking along these lines 
and are anxious to widen their horizon. But they have to adjust 
their financial methods and organisational set-up to the changing 
needs, uninhibited by conservatism and risk complex appropriate 
to commercial banks, so that they may fulfil their assigned rôle 
effectively. 
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